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CHAPTER 19 
CORPORATIONS 


Canada has levied a tax on corporate income since 1917. Although this 
tax has been productive of substantial revenue and has been relatively easy 
to administer, it does not necessarily follow that it is an efficient and 
equitable tax. In order to judge the efficiency and equity of the levy, it 


is first necessary to examine the incidence of the tax. 


Because income tax is collected from corporations, trusts, and co- 
Operatives, it does not mean that these organizations bear the burden of 
the tax. Ultimately, the burden of the tax on the organization is the 
relative reduction in the power of people to consume. This reduction can 
take the form of reduced payments to people who sell goods and services to 
the organization, increased prices for those who buy goods and services 
from the organization, reduced incomes to those who hold interests in the 
organization or reduced sale prices received for these interests by 
those who dispose of them, We recognize that it has been extremely use-~ 
ful to treat corporations as persons "in contemplation of law", and we agree 
that the shareholders of a large, widely held corporation usually do not 
have a major voice in the decisions of the corporation. But the rights and 
Guid vettons of the corporation or the decision-making powers of those who 
control the corporation are irrelevant considerations from the viewpoint of 
deciding who bears the corporation income tax. The fact that an individual 
shareholder or a manager may be able to make the major decisions of the 
corporation does not mean that he bears any particular proportion of the 
burden of the tax on the corporation. His power to consume goods and 
services for personal use may be completely unaffected by the corporation 


income tax. 


Taxing the income of organizations is an inexpensive method of collecting 
taxes, but unless the tax is integrated with the taxation of the incomes of 


the individuals or families who hold interests in these organizations, the 


tax system cannot be either equitable or neutral. When the income of 
organizations is taxed differently from other kinds of income, and the 
income of different kinds of organization is not taxed in a similar manner, 
avenues for tax minimization are created that are more readily available to 
some individuals than to others. As we explain later, to the extent that 
such taxes are not avoided they may be quickly shifted on to consumers and 
suppliers through prices and cost changes and thus become crude sales and 
cost-factor taxes. When these taxes on organizations are neither avoided nor 
shifted in this sense, they become capricious taxes on some kinds of wealth 
at the time they are imposed. Unless they are completely avoided, they 
distort the allocation of resources and reduce the value of our national 


output. 


Equity and neutrality would best be achieved under a tax system in 
which there were no taxes on organizations as such, and all individuals and 
families holding interests in organizations were taxed on the accrued net 
gains from such interests on the same basis as all other net gains. Under 
such a system, shareholders of corporate organizations would be required to 


bring the following into their annual tax bases: 
dog Dividends received during the year. 


a The gains or losses On shares disposed Of during the year, that is, 


realized gains and Losses. 


ae The change in “che value “Of the snares Nerd” over” tne year end, *thae aa. 


accrued gains and losses. 


The net gains from holding interests in other organizations would be treated 


in the same way. 


Although we can see no grounds in principle for taxing corporations and 
other organizations, we have reluctantly reached the conclusion that there 


are good and sufficient reasons for continuing to collect a tax from them. 


The main reason is the practical difficulty of taxing accrued share gains 
as required under the ideal approach we have just described. Another 
reason is the loss in economic benefit to Canada that would result if non- 
residents holding shares in Canadian corporations were not taxed by Canada 
on their share of corporate income at approximately the rates that now 


prevail. 


Valuation problems preclude the annual taxation of share gains on an 
accrual basis, while to tax shareholders only on dividends received and 
gains realized without any tax on corporations, would permit massive and 
unwarranted postponement of personal income tax. In the absence of a tax 
on the undistributed earnings of corporations, those individuals who could 
arrange to receive income through corporations could retain their savings 
untaxed in the corporation. These untaxed savings would earn a return that 
would also escape taxation if the return was also retained and reinvested 
by the corporation. The result would be an inordinate tax advantage to 
those who could channel income through a corporation. Even if all of the 
shareholders of Canadian corporations were residents, it would still be 
essential to tax at the top personal rate that part of the current income 
of corporations tnat was not included in the tax bases of shareholders, in 


order to preclude tax postponement. 


A substantial proportion of the shares of Canadian corporations is 
held by non-residents. As we emphasize in Chapter 5, the revenues derived 
from taxing the corporate source income attributable to non-residents pro- 
vide a major economic benefit to Canada. If Canada did not tax corporate 
jncome On an annual basis at a rate roughly equal to the rate other countries 
impose on the foreign corporate income generated by their residents, we would 
simply be transferring substantial revenue from the Canadian treasury to 
foreign treasuries with little reduction in taxes to the non-resident 
shareholder. This would provide a substantial windfall benefit to foreign 


sovernments at Canada's expense, for foreign governments would be most 


unlikely to reciprocate. Imposing a high withholding tax on dividends paid 
to non-residents would not provide an adequate substitute for a corporation 
income tax. If this course was followed, non-residents could retain all of 
the income free of tax in a Canadian corporation and could then realize their 
gains by selling their shares. Such gains could not, as a practical matter, 
be taxed by the Canadian government. In any event, the existing tax treaties 
preclude an increase in the Canadian withholding tax to compensate for the 
reductior in corporation tax. If the treaties were amended to permit such an 
increase, foreign governments would probably retaliate by raising their 
withholding taxes on the foreign source income of Canadian residents. The 
importance of the Canadian corporation income tax revenue from foreign 
investment in Canada, and the need to avoid the foreign retaliation that 
would probably follow if Canada raised its withholding tax, dictate that 
corporate income should continue to be taxed at the corporate level at a 


rate of approximately 50 per cent. 


After an exhaustive examination of the alternative methods of taxing 
corporate income, we have come to the conclusion that the method we recommend 
for the full integration of personal and corporation income taxes is without 
doubt the best system. It would achieve the greatest equity and neutrality 
consistent with the inescapable facts that accrued share gains cannot be 
brought initially into income each year and that Canada should tax the 


Canadian corporate income of non-residents at a rate of about 50 per cent. 


The full-integration system is not an original idea EP, What are 
original are our solutions to the practical problems that were thought to 
preclude the adoption of this method of taxing corporate source income. 
The following are the basic features of the full-integration system we 


recommend: 


The income of Canadian corporations should be subject to a flat rate 


of tax of approximately 50 per cent. 


Individuals and families should be subject to progressive rates of 


tax with a top marginal rate of 50 per cent. 


The tax base of the resident shareholder should include the corporate 


income paid or allocated to him, "grossed-up" for the corporation tax 


paid ae 


The resident shareholder should receive credit against his personal 
income tax liabilities for the full amount of the corporation tax paid 
in respect of the after-tax corporate income paid or allocated to him, 


with a refund if the credit exceeded the liability. 


Realized gains or losses on corporate shares should be included in 


income and texed at full progressive rates. 


The corporation should be allowed to allocate after-tax corporate 


income to shareholders without having to pay cash dividends. 


The cost basis of shares should be increased when the corporation 
cestee retained corporate earnings to shareholders, so that share 
gains resulting from the retention of earnings that had been taxed 
to the shareholder would not be taxed again to the shareholder when 


realized. 


Under the system we propose, the receipt by a resident shareholder of 


a $50 cash dividend from a corporation which had been taxed at 50 per cent 


would be treated as shown in Table 19-1 which follows. As this table 


illustrates, each shareholder would ultimately pay only his personal tax 


on an original income of $100 at the corporate level. 


TABLE 19-1 


ILLUSTRATION OF THE 
FULL- INTEGRATION SYSTEM 


Tax Bracket of the Shareholder 


L> per-cene 45 pervcent 50 per cent 


1. Income (grossed-up dividend) $100 $100 $100 
2. Personal tax So 5 S 55 $ 50 
ae Minus: tax already paid by 

corporation ($50) ($50) ($50) 
4. Tax (refund) ($35) ($15) Get 


Ds Plus: cash dividend $ 50 $ 50 $ 50 


6. Total cash received by : 
the shareholder $ 85 $ 65 $ 50 


The system of full integration that we propose has some features similar 
to those of the system recently abolished by the United Kingdom, There are, 
however, a number of crucial differences that are described later. In our 
opinion, these differences correct the principal defects in the previous 


United Kingdom system without losing its advantages. 


We have already described the general equity and neutrality advantages 
of the full-integration system; we also draw attention to the following 


specific advantages it possesses: 


Le The tax system would neither encourage nor discourage the retention of 
earnings by corporations, because the shareholder would be entitled 
to the same tax credit on an allocation by the corporation of its income 


as on the payment of a dividend. 


ab Corporate cash retentions could be increased without worsening the cash 


position of most shareholders. 


\O 


pkey 


Corporations raising capital in Canada would be less affected by tax 


considerations in the choice between debt and equity financing. 


To the excent that the reduction in the tax on corporate source income 
was not passed on in the form of lower prices or higher costs, the 
after-tax income from Canadian equities would be increased to most 
Canadians with the result that share prices would rise, the cost of 
equity capital would fall and the rate of capital formation by 


corporations would increase. 


The increase in Canadian share prices should encourage non-residents 
holding shares in Canadian corporations to sell them to Canadians, and 
Canadian corporations wholly owned by non-residents would be encouraged 


vO raise capital by issuing equities in Canada. 


The advantages of, and facility for, tax avoidance by means of “surplus- 
stripping" that are inherent in the present tax structure would be 


removed. 


Tax avoidance through the creation of associated companies to take 


advantage of the dual rate would be eliminated. 


The tax treatment of corporations, trusts and mutual organizations 


would be put on substantially the same basis. 


The allocation of resources would be improved with a resulting increase 


in the output of the goods and services that Canadians want. 


All corporate source income (other than the income accruing for non- 
resident shareholders) would be taxed at the progressive rates applicable 


to the individual shareholder, 


The balance of this chapter is devoted to a description of the present 


system, an appraisal of its defects, a review of alternative ways of over- 


coming these defects, a fuller exploration of the proposals we recommend 


and a consideration of transitional and other problems. 
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THE PRESENT SYSTEM 
General 


In very general terms, corporate source income in Canada is taxed in the 


following ways: 


ds The corporation is taxed on its income computed in accordance with the 
ordinary rules for determining business or property income. It pays 


Gividends out of after-tax income. 


aan Corporations receiving dividends from other taxable Canadian 
corporations or from certain foreign companies may, with specified 


limitations, exclude such dividends from taxable income. 


ee The individual resident shareholder includes dividends in income and 
is allowed a credit against his total tax liability equal to 20 per 


cent of the dividends paid to him by taxable resident corporations. 


4, The individual shareholder ordinarily does not include in income gains 


on shares nor does he deduct losses on shares. 


is Dividends paid to non-residents are subject to a withholding tax at 


rates of either 10 per cent or 15 per cent (in specified circumstances). 


Thus, the corporate flow of income is taxed at two levels and at two 
different times. The corporation tax is levied when the income is earned, 
and the shareholder is taxed when he receives a distribution from the 
corporation. The second event, if it occurs at all, may occur many years 
after the income is earned at the corporate level. Most of the problems in 
this area have arisen because the shareholder can delay the imposition of 
the second tax, and perhaps even arrange his affairs so that he need not pay 
it at all. We will describe some of these procedures and then will indicate 


how our proposals would eliminate these problems. 
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At present, the combined federal and provincial taxes on corporate 
income range from 21 per cent to 23 per cent on the first $35,000 of taxable 
income, and from 50 per cent to 52 per cent on the excess, the exact rates 


depending on the province involved 3/. 
Current Distributions 


Initially, dividends paid by Canadian companies were treated in a 
manner similar to that which was until recently followed in the United 
Kingdom, whereby a "normal" tax paid by the corporation entitled the dividend 
to be free of "normal" tax in the hands of the individual shareholder, 
although he might be liable to additional tax. In 1926 this concept changed, 
the corporation being thereafter regarded as a separate entity for tax 
purposes and the dividends becoming fully taxable to the shareholders. 


Dividends between resident companies were made exempt from tax. 


The complete separation of corporate and personal taxation was modified 
in 1949 when resident shareholders became entitled to a tax credit of 10 per 
cent of dividends received from taxable Canadian corporations. The announced 
purpose of this change was to relieve the double taxation of corporate income, 
to provide some incentive for Canadians to invest in Canadian companies and 
to encourage equity rather than debt financing. In 19543 the dividend tax 
credit was increased to 20 per cent. These changes in the rate of tax credit 
corresponded closely to changes in the lower rate of corporation tax and 
provided almost complete relief for the corporation tax paid by corporations 


with small incomes. 
Retained Earnings 


With a dividend tax credit of 20 per cent and a top personal tax rate 
of 80 per cent, the additional tax to be paid on dividend distributions 
could be as high as 60 per cent. This taxation of dividend distributions 
has encouraged retentions by corporations 4/. Shareholders have enjoyed a 


considerable tax deferment advantage on these retentions, and some have also 
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been able to realize the retentions free of tax through sales of shares. 
The ae Gunieak ion of undistributed income led to a "bunching" of income when 
distribution finally occurred, and relief was sought by taxpayers from the 
attendant high rates of personal income tax. Some relief measures were 
provided by specific legislation, others by the ingenuity of taxpayers in 


the form of surplus-stripping. 


The first legislative relief from the tax liability on accumulated 
income of corporations was for the years 1930-34, when free distribution was 
permitted of the income accumulated prior to 1930. The next step followed 
the proposals of the Ives Commission in 1945 and permitted the income accumu- 
lated in certain private companies up to 1939 to be distributed upon payment 
of a tax of between 15 per cent and 33 per cent, depending upon the amount 
of the distribution to each shareholder. In 1950, pedi stone’ relief was 
introduced under which accumulated surplus at 1949 held by any company could 
be cleared of any further tax liability on the payment by the corporation of 
a 15 per cent tax. An amount of post-1949 surplus equal to dividends paid 
after 1949 could also be cleared of further tax liability by payment of a 


special tax at the same rate. 


These measures provided substantial relief for the upper income share- 
holders of closely held corporations, and many such taxpayers took advantage 
of these relieving provisions shortly after they were introduced. However, 
these taxpayers and their advisers soon developed surplus-stripping tech- 
niques by which the retained earnings of closely held corporations could be 


distributed with the payment of even less, if any, personal tax. 
Surplus-Stripping 5/ 


The term surplus-stripping is usually applied to situations where there 
is an actual distribution of accumulated corporate income and tax thereon 
is avoided by legal but artificial means. In the original version the 


shareholder realized on the accumulated income by a tax-free sale of shares, 


a) 


while the actual distribution went tax free to another corporation set up 
for the purpose and could be applied by it toward the purchase price of the 
shares. To block this device the government introduced the "designated 
surplus" provision, which provided that where control of one resident corpo- 
ration was acquired by another, a dividend out of surplus existing when 
control changed, that is, designated surplus, would not qualify for the 


usual exemption from tax for intercorporate dividends 6/. 


Other surplus-stripping procedures involved diversion of the distribution 
to parties which could receive distributions without substantial tax liability, 
such as an organization specifically exempt from tax, a non-resident corpo- 
ration which could receive a distribution subject only to any applicable 
withholding tax, or to a dealer in securities which could offset dividend 
income by a loss on disposition of the shares. The legislative response to 
these practices came in 1955 and, in effect, gave them sanction by imposing 
a tax on them of 15 per cent or 20 per cent depending on the circumstances iGm 
Further possibilities for stripping surplus free of tax emerged in the special 
rules for statutory amalgamations, and in 1959 a new section was introduced er 
providing for a tax of 20 per cent on the portion of the undistributed income 
of the merging corporations that was no longer represented by assets of the 
continuing entity. This loophole never was successfully closed; even after 


subsequent amendments it continued to offer means of avoidance. 


Over the years many more complex variations of surplus-stripping have 
been devised, all directed toward the extraction of undistributed income 
from a corporation without payment of substantial further tax. Many of these 
depend on the avenue of the intercorporate tax-free dividend, and nearly all 


would be discouraged by the taxation of share gains. 


During the course of these complex and frustrating developments, the 
general anti-avoidance provisions of the legislation were not tested before 
the courts, nor was any attempt made to add to the law some basic guiding 


principle such as the United States “business purpose test", Rather, 
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various attempts were made to control the techniques by specific legislation 
aimed at specific types of transactions. Experience has shown, however, that 
taxpayers and their advisers have been able to thwart such attempts by 
developing procedures falling outside the circumstances specified in the 


legislation. 


In 1963 the government in effect admitted the lack of success of its 
specific measures and resorted to a general and arbitrary measure to deal 
with the problem when it enacted section 138A(1). Briefly, this provision 
permits the Minister to levy tax on certain amounts received by shareholders 
as a result of transactions which, in the opinion of the Minister, had as 
one of their purposes a substantial reduction or disappearance of the assets 
of the corporation in such a way as to avoid the tax that would otherwise 
have been payable on a distribution. A limited appeal is provided from the 
assessment made by the Minister. Although it appears that this was not 
intended as a permanent solution it has been effective. However, considerable 
dissatisfaction has been expressed by taxpayers with the uncertainty involved 


and with the impact on some Ordinary business transactions. 


Recently the Department has undertaken to attack many surplus-stripping 
transactions which were effected before the enactment of section 138A(1). 
At the time of writing it remains to be seen how much success this programme 


will have. 


The realization of undistributed income by the types of technique 
described above has involved an actual distribution of retained earnings. 
What is not commonly appreciated, however, is that the advantages of tax 
deferment on retained earnings are such that a very substantial saving can 
be obtained without any distribution taking place. Where income is retained 
indefinitely the postponement of the tax due upon its eventual aiventnere 
is as good as a substantial tax reduction. With an interest assumption of 
6 per cent, the present value of one dollar 25 years hence is 23 cents, of 


one dollar 50 years hence, 5 cents. Postponement of taxes for 25 years is 


thus equivalent to a 77 per cent tax reduction. 
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Furthermore, a shareholder in a public corporation can realize upon 
his share of the retained earnings by a tax-free sale of shares, thus 
effectively "stripping" his interest in the undistributed income without 
any distribution. In a closely held corporation, where the shareholders are 
more likely to be faced with an ultimate distribution of surplus, such indefi- 
nite postponement is not so readily available. In a real sense, surplus- 
stripping simply gave shareholders in closely held corporations the same 
advantage as was enjoyed by shareholders in those widely held corporations 
that retained a large part of their earnings. Both were able to avoid 
personal tax by the sale or liquidation of shares at prices unaffected by 
taxation. 
Corporate Acquisitions 
and Reorganizations 

Under the present system, tax considerations can be very material if 
one corporation wishes to acquire control of another. The applicable con- 
Siderations and their relative importance will vary from case to case, but 
one or two general observations may illustrate the problem. From the point 
of view of the acquiring corporation, the acquisition of the controlling 
Shares of the other corporation may lead to the creation of designated 
surplus in the latter corporation, while a purchase of assets will avoid 
this and may permit the taking of higher capital cost allowances on depreci- 
able assets than would have been available to the vendor corporation. Moreover, 
interest paid on money borrowed to purchase shares is not deductible for tax 
purposes by an acquiring corporation (because dividends received on the shares 
would be exempt income), whereas interest paid on money borrowed to purchase 
assets is deductible. Thus, there will often be a distinct advantage to an 
acquiring corporation in purchasing assets rather than shares. From the 
point of view of the selling shareholders a sale of shares may lead to the 
realization of a tax-free gain; but a sale of assets of the company at a 
profit may lead to some corporation income tax, for example, on the recapture 


of depreciation and, if it leads to a winding-up of the company, could result 


16 


in a further tax on the shareholders because of the distribution of any 
undistriouted income which is deemed to occur on the winding-up. The con- 
trolling shareholders of a company may frequently, therefore, prefer to sell 


shares rather than assets. 


The present system has also had an inhibiting effect on certain types 
of corporate reorganization. If a corporation, at a time when it has un- 
distributed income, takes certain steps such as the redemption of common 
shares, the reduction of its common share capital, the conversion of common 
shares into preference shares or obligations, or the capitalization of un- 
distributed income, the shareholders are deemed by section 81 of the Act to 
have received dividends out of undistributed income, and this has the usual 
consequences for the shareholders. When substantial undistributed income 
has been accumulated it may not be considered expedient to take steps of the 


nature indicated because of the tax impact on the shareholders. 
Personal Corporations 


In essence, a personal corporation is a corporation used by individual 
taxpayers to hold their investments. Through this device they bring their 
assets together in one corporation for better management and convenience, 
not only during their lifetimes but also to facilitate management of their 
estates. However, this arrangement also has an ancillary advantage. Because 
intercorporate dividends are not taxed, an investor could accumulate his 
dividend income in a corporation without the payment of any personal tax 
until the corporation in turn distributed the income to him. In an attempt 
to prevent this deferment of personal tax on dividends, while not precluding 
the use of such a corporation for good business or personal reasons, the 
legislation introduced the concept of a "personal corporation" 9/. Companies 
falling within the definition are not subject to corporation tax on their 
income, but the shareholders pay tax as though the income was all distributed 
in the year received in the manner set out in the legislation. A company is 


a personal corporation if at least 25 per cent of its income is from 


LY’ 


investments, if control is held by or for a resident individual alone or with 
resident members of his family as defined and if no active business is carried 
on. However, the status of a personal corporation can easily be avoided by 
introducing some element of business activity or by exploiting weaknesses in 


the definition of control by an individual and members of his family. 


Personal corporations have become increasingly popular for estate- 
planning and income-splitting purposes. Extensive amendments to the Act were 
introduced in 1961 in an attempt to correct some of the abuses, but were 
withdrawn following strong protests, the principal objection being that 
changes should await a general revision of the taxation of corporate distri- 


butions, 
Investment Companies 


The separate taxation of the corporation has also created problems for 
corporations which pool investment funds of the public at large and act as 


conduits between the source of the income and the investor. 


Under the ordinary rules for taxation of corporate income and corporate 
distributions, some of the investment income, such as interest and foreign 
dividends flowing through such corporations, would be subjected to a higher 
rate of tax than if the individuals invested directly. Because of this, it 
is provided in section 69 that certain corporations that meet specified 
requirements as to shareholders, investments, income and dividends, may 
pay tax at a special rate of 21 per cent (including old age security tax) 
which, when combined with the 20 per cent dividend tax credit, virtually 
eliminates the extra tax arising from the existence of the investment 
corporations. Representations were received by us that these corporations 
should not have to meet specified requirements as to investment to obtain 
this treatment, and that the treatment should recognize completely the 


conduit nature of such corporations. 
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Mutual Organizations 


An anomaly of the present system is that whereas it subjects the income 
of ordinary corporations to "double Sci ataAM it has only limited impact on 
the income of mutual organizations. Some of them, such as co-operatives and 
mutual general insurance companies, are able to take full advantage of the 
provisions in the legislation which permit the deduction of patronage dividends 
in arriving at the taxable income of the organization. Others, such as mutual 
life insurance companies, credit unions and caisses populaires, are not 
taxed at all. Our recommendations for such organizations are set out in 


Chapter 20. 
SOME DEFECTS OF THE PRESENT SYSTEM 


Aside from the question of the dopble taxation Of corperate source 
income that is dealt with later, the foregoing brief description of the 
present system clearly. demonstrates that it has serious defects. These 


defects are summarized below: 


es The failure to tax share gains has made it possible for shareholders 
to avoid or reduce personal income tax while realizing the retained 


earnings of corporations through: 


a) the sale of the shares of widely held. corporations at prices that 


capitalized the retained earnings, or by 


b) surplus-stripping, or by taking advantage of the relieving 
provisions introduced to assist shareholders of closely held 


corporations. 


ers The tax system has been strongly biased toward the retention of 
earnings by corporations with the result that the Canadian capital 


market is thinner and less developed than would otherwise be the case. 


ee A corporation that relies on the issuance of new shares to finance 


its expansion, and hence has to maintain an adequate cash dividend 
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to avoid a reduction in the price of its shares. has been at a distinct 
L 3 


tax disadvantage. 


re onareholders controlling closely held corporations have had a tax 


advantage over other shareholders because they could limit the dividends 


of the corporations so as to minimize personal taxes. 


ne It has been extremely difficult to prevent the abuse of the low rate of 
Gaxvcn the Tirst $35,000 of corporate income by the splitting of a high 
income corporation into a number of non-associated corporations each of 
which is taxed at the low rate. Section 13€A(2) may be more effective 
than prior attempts to meet the problem, but it is arbitrary and is 


uncertain in its impact. 


Bi In an attempt to restrict the avoidance of personal tax on retained 
earnings, the legislation has become increasingly complex and arbitrary, 
with the result that some legitimate business transactions have been 


deterred. 


¢. In particular, section 138A creates uncertainty, and the "designated 


1 


surplus" provisions are often a barrier to mergers and reorganizations 


that nave a useful business purpose. 


All of these specific defects are quite apart from the arguments made 
against the present corporation tax on the ground that it is inequitable 


because it represents double taxation. To this question we now turn. 
THE DOUBLE TAXATION ARGUMENT 10/ 


Under a neutral tax system all kinds of net gains, both realized and 
accrued, would be brought into the base and all would be taxed in the same 
way. There would be no distinction between the net gains from employment, 
from operating a business, from membership in a co-operative, from holding 
Shares, bonds or other property, or from being a beneficiary under a trust. 


To tne extent that the net gains from different types of activities and 
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from holding different kinds of property are subject to differences in tax 


treatment, the tax system distorts the allocation of resources. 


As we have shown, the present tax system lacks neutrality in a multitude 
of respects. Nowhere is the lack of neutrality greater, however, than in the 
tax treatment of income from the corporate form of organization. Only corpo- 
rate source income is subject to so-called "double" income taxes, under which 
income is taxed to the corporation and that part of corporate income distributed 
to sharenolders is taxed again to them at personal rates without full credit 
for the corporation income tax. Examples of the effect of this double 
taxation are set out in Appendix E to this Volume. Other forms of organi- 
zation, such as partnerships, proprietorships, co-operatives and trusts, are 
not faced with this double taxation (or can readily avoid it in the case of 


co-operatives). 


The corporate form of organization offers some unique advantages. In 
particular, the corporate form has been found to be best suited for 
marshalling capital. Those economic activities that are dependent upon. 
large pools of assets are unable to avoid double taxation by organizing as 
a partnership, proprietorship, trust or co-operative, except at the cost of 


paying a higher price for their capital. 


To the extent that corporations pass on the corporation tax through 
higher prices for the goods and services they provide, or through lower 
prices for the goods and services they buy, consumers and suppliers buy 
fewer other things than they would otherwise be able to buy. This distorts 
the allocation of resources. To the extent that corporations do not pass 
on the tax through these price changes, their rate of return on investment 
is reduced and the allocation of resources to their economic activity is 
reduced (assuming that the shareholders could not avoid the extra tax by 
carrying out the activity through a non-corporate form). ‘Thus, the tax on 
corporate income distorts the allocation of resources whether or not the tax 


is passed on Liskt Because of the corporation income tax, Canadians, as a 


oe 


group, are less well off than they would be in its absence, assuming total 
government revenue is unchanged, because fewer of the goods and services 

they want are produced. Removal. of the distortions created by the corporation 
income tax would mean that output would be greater so that Er Me ee Ne 


could ove made better off without causing others to be worse off, 


This question of double taxation and the "passing on" of the corporation 
income tax is so important and so controversial that we think it is essential 
to make our point of view abundantly clear. While we focus attention on the 
corporation income tax, it must be borne in mind that virtually all taxes 


can be passed on under some circumstances. 
Three terms have to be carefully distinguished: 


ig Tax avoidance, that is, changing the form of an activity, of an 


organization or of an asset to escape the tax that otherwise would 


apply. 


e. Tax shifting, that is, maintaining after-tax income from a fixed 
(tangible) asset in the face of/a change in the tax on that income, 
either by changing the selling price of the goods and services produced 
by the asset or by changing the prices paid for goods and services used 


in conjunction with the asset to produce the goods sold. 


ra Tax-induced changes in the supply and allocation of fixed (tangible) 
assets among alternative uses, that is, maintaining the expected 
after-tax rate of return on fixed assets used for certain purposes 
or held by certain organizations by an adjustment of the relative 


quantity of the assets available. 


The extent to which taxes can be avoided depends upon the structure and 
language of the statutes, the interpretation of the statutes by the courts 
and the knowledge of the taxpayer and his advisors. The extent to which 


taxes can be shifted depends, among other things, upon the competitive 
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position of the taxpayer and the state of the economy. The greater the 
degree of competition, whether from imported goods and services, from 
existing firms or from the possible entry of new firms, the more difficult 
3t will be to shift tax increases forward through higher prices (or lower 
costs), or resist shifting tax reductions backward through lower prices (or 


higher costs). 


The extent to which tax-induced changes occur in the amount of capital 
invested in a particular kind of fixed asset depends upon the nature of the 
asset and the speed with which the amount invested in the asset can be 
adjusted to changes in the expected rate of return. The supply of non- 
reproducible assets (such as a developed mineral deposit) obviously cannot 
readily be adjusted; on the other hand, the supply of some short-lived 
assets can quickly be adjusted simply by not replacing them. The adjustment 
can be rapid and complete or slow and incomplete, depending on the speed 
with which the total amount invested in an asset can be changed by changing 


the allocation of new savings among alternative investments. 


When taxes are avoided by changing form without changing substance, tax 
shifting and tax-induced changes in the composition and amount of fixed 
assets do not occur. Similarly, when tax changes are not avoided, but 
after-tax income is maintained through shifting the tax, induced changes 
in the stock of fixed assets do not occur. However, when tax changes are 
not avoided and not shifted, the change in after-tax income from a particular 
kind of asset changes the expected after-tax rate of return on such assets. 
The search for the highest expected after-tax rate of return may induce a 
contraction or expansion in the amount invested in the particular kind of 
asset. Tax increases that lower expected after-tax rates of return on 
particular assets induce reductions in the amount invested in them. With 
the reduction in the amount of a particular kind of asset over what it would 
otherwise be, the supply of the goods or services produced by such assets 


is also reduced. This will usually increase the prices of the goods and 
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services produced by such assets (we ignore here the international aspect 
of the problem). With higher prices for the goods and services produced by 
such assets, the after-tax income and expected rate of return on the assets 
rises, and thus eliminates part of the initial impact of the tax change on 
rates of return. Conversely, tax reductions that increase ted fi after- 
tax rates of return on a particular kind of asset induce increases in the 
supply of such assets that in turn tend to reduce the amount by which the 


expected rate of return is increased. 


While the present method of taxing corporate source income involves 
double taxation in the sense that the same dollars of income are taxed twice 
without full credit to the shareholder for the tax levied at the corporate 
level, the before-tax income of the corporation may have adjusted to the tax 
in one of several ways. The corporation income tax may have been shifted 
forward when it was imposed or increased. In that event shareholders would 
have been unaffected by the tax change, but consumers would have been sub- 
jected to a crude sales tax on goods and services. This sales tax would have 
reduced consumption or saving or both, and probably would have changed the 
pattern of consumption and hence the allocation of resources in a deleterious 
way. Because low income individuals and families consume a larger proportion 
of their income than others, a corporation tax, to the extent that it is 


shifted forward, is a regressive tax. 


To the extent that the corporation tax or an increase in the corpo- 
ration tax was not shifted, it must have changed expected after-tax rates 
of return to shareholders. The market value of the shares in corporations 
that were unable to shift the tax must have fallen. Those who held such 
shares at the time the tax was imposed, or increased, and sold them after 
they fell in price, would have suffered a capital loss at that time, and 
so in effect would have been subjected to a tax on their wealth. Those 
who purchased the shares subsequent to the tax change would have bought 
them at a price that capitalized the tax on the anticipated earnings of 


the corporation. Those who held shares at the time the tax was imposed, or 
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increased, and held them since that time, would also have suffered a capital 
loss because the after-tax income from their shares would have been reduced 


following the imposition or increase of the tax. 


When a corporation income tax is imposed or increased, the cost of 
equity capital to corporations that are unable to shift the tax is raised 
(because of the decline in share prices) and the rate of investment by such 
corporations is lowered relative to what it otherwise would have been. With 
less investment and less output, the prices charged by non-shifting corpo- 
rations tend to rise more rapidly, thus, over a period of time, bringing 
apout a relatively greater increase in after-tax income and a corresponding 
recovery in the prices of the shares fey Gs Other things being equal, when 
the adjustment to the corvoration tax was complete, the relationship between 
the rates of return on all corporate shares and other assets, such as bonds, 
would be approximately whet it was prior to the imposition of the corporation 
income tax be opt The original equilibrium would thus be restored. If the 
adjustment was complete but the imposition of the tax changed rates of 
saving, risk preferences and other fundamental features of the economy, a 
different equilibrium would be reached, in which asset prices would bear a 


new, but stable, relationship to one another. 


The main point, and it is an extremely important point, is that if the 
corporation income tax was not shifted, it was inequitable to those who held 
shares at the time the tax was imposed or increased, whether or not they 
subsequently held their shares or sold them. Those who bought shares following 
the imposition or increase of the tax did so at prices that capitalized the 
tax. The recovery in after-tax income that would generally follow the impo- 
sition of the tax would in many cases generate capital gains for those who 
accepted the uncertainty of the extent and timing of the adjustment and 
purchased shares at low prices soon after the tax was imposed. However, 
Canadians generally have lost through the taxation of corporate income at 


higher average rates than other income, even if the tax was not immediately 
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shifted, for the reduced investment in corporations that could not shift 
the tax distorted the allocation of resources. The stock of assets of the 
non-shifting corporations is less than it otherwise would have been. As a 
result, fewer goods and services of the kinds that Canadians want are being 
produced than would have been produced had there been no "double" taxation 


of corporate source income. 


It is, of course, utterly impossible to rectify the inequitable conse- 
quences flowing from the "double" taxation of corporate income. The tax was 
first imposed in 1917, and the rates have been substantial for 25 years. No 
one knows who held particular shares at the time each increase in the tax 
took place, much less the extent to which particular shareholders in the 
past suffered capital losses because the tax was not shifted. Certainly it 
is impossible to compensate all consumers and suppliers for the corporation 
income taxes that were shifted at the time, and to compensate all Canadians 
for the reduction in the value of national output that has resulted from 
the lower rates of investment that subsequently have ensued. What we wish to 
emphasize is first, that the double taxation of corporate source income does 
not mean that present shareholders are being unfairly treated, and secondly , 
that the only relevance of the shifting question is in deciding to what 
extent the corporation income tax has been a crude sales tax and to what 


extent a crude tax on wealth, 


This leads to the question of what would happen if the present system 
of taxing corporate source income was changed and the double tax effect 
removed. The converse of the previous analysis applies. To the extent that 
the reduction in the tax on corporate source income was shifted, consumers 
would be better off because the prices of some goods and services would 
decline, and suppliers (including employees) would be better off because the 
prices paid for some goods and services would increase. To the extent that 
the tax reduction was not shifted, some shareholders at the time of the 


reduction would obtain capital gains. Shareholders in corporations that did 
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not shift the tax reduction but which were not expected to be able to 
maintain prices for many years because of the entry of new firms, or because 
of the more rapid expansion of existing er wes ethraaeed by the higher after- 
tax rate of return, would have small capital gains. Shareholders in corpo- 
rations that did not shift the tax reduction and were not expected to face 
strong competition from other corporations would have larger capital gains. 
These capital gains would be "unfair" in the same way that the capital losses 
created by the imposition or increase of the tax were “unfair. Pt. isda this 
sense that the adage "an old tax is a good tax" is valid: even though it 

has had effects on the allocation of resources, the market has capitalized 
these effects, and removing the tax would give rise to unfair gains for 


existing shareholders. 


Under our proposals the taxation of capital gains would to some extent 
offset the tax reduction and would mitigate the amount of the net gains after 


tax which the integration proposal in itself would produce. 


Where increases in share prices occurred, however, the cost of capital 
to the corporation would be reduced and an expansion in the rate of capital 
formation for those corporations would be encouraged. This in turn would 
increase the future output of the goods and services produced by the affected 
corporations, would tend to reduce the prices of these goods and services 
and, over time, would bring about a relative reduction in expected after-tax 
corporate income toward its original levels, with a consequent reduction in 
the prices of the shares of these corporations relative to what they otherwise 
would have been. (It is not suggested that an absolute reduction in share 
prices would occur.) This reduction in share prices is the converse of the 
situation described above of the decline in price of a premium bond as it 
approaches maturity. The expansion in the output of these corporations 


would benefit all Canadians. : 


We recommend the abolition of the double taxation of corporate income, 


not to help existing shareholders, but primarily to obtain this additional 
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output and to eliminate differences in tax treatment between different kinds 
of organizations that inevitably provide opportunities for tax avoidance. 
The capital gains that some shareholders would obtain on the abolition of 
the double taxation of corporate income would be an undesirable, but ines- 
capable, consequence of the proposal. In equity, these moma kal agutae should 
be taxed at 100 per cent. In practice, it is not possible to distinguish 
these capital gains from other capital gains. However, it would be grossly 
unfair to allow the gains resulting from the integration proposal to escape 


being taxed at anything less than full rates. 


Even with the taxation of capital gains at full rates, implementation 
of our integration proposal would probably give rise to gains to some share- 
holders. Since the overall net reduction in taxation of corporate source 
income would be offset by increases in taxation of income from other sourcés, 
these gains would in effect be financed by those whose taxes would be 
increased under our proposals. We believe that the financing of such gains 
to shareholders as may occur should be regarded as an investment by other 
sectors of the economy which would more than pay for itself as a result of 
the gains in future output that the implementation of our integration 


proposal should produce. 


If the tax system is to be neutral, persons who carry on an activity 
through one form of organization should be subject to tax on the same basis 
and at the same rates as persons who carry on the same activity through 
another form of organization. As we have indicated, the corporation tax 
is probably shifted to an undetermined extent to consumers and suppliers. 
By the same token the tax imposed on an individual proprietor or on members 
of a partnership or syndicate may be shifted. The income taxes imposed on 
employees may be shifted, to some degree, to employers, and possibly by the 
employers to consumers and suppliers. There is no certainty that taxes are 
borne by the persons on whom they are imposed or that they are borne to the 
same degree by all persons on whom they are imposed. It is obviously 
impossible to measure the ultimate impact of a tax on all members of the 


community. 
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INTEGRATION AND CAPITAL GAINS 


Although we do not wish to dwell upon the matter here, the relationship 
between the taxation of corporate income and the taxation of the gains or 
losses on corporate shares is very important. The failure to tax share 
gains in the past has undoubtedly reduced the adverse impact of the double 
taxation of corporate income. Without a tax on share gains, it frequently 
has been possible to arrange the form of transactions to avoid.the ul s 
impact of the double tax. The earnings of the corporation generally could 
not escape the tax net, but by retaining the earnings in the corporation 
and selling the shares of the corporation et a price that reflected the 
additional assets of the corporation, the personal tax on retained counties 
income could be avoided. To this extent the pressure to shift the tax was 
reduced, or the capital losses imposed on shareholders at the time the tax 
was imposed on the corporation were less. By the same token, removing the 
double taxation of corporate income would result in less reverse shifting 
or smaller capital gains to those who held shares at the time, 317% share 
gains were subject to full personal income tax. This is one of the reasons 
why we advocate both the full taxation of property gains and the full inte- 
gration of personal and corporation income taxes, We could not countenance 
the unwarranted benefits that some shareholders would obtain from full inte- 
gration if share gains were not taxed in full; similarly, we could not accept 
the adverse effects of taxing share gains in full without removing the double 
taxation of corporate source income. The two proposals are part of a 


package. Neither can be recommended in isolation. 
THE EFFECTS OF THE INTEGRATION PROPOSAL 


The proposed full integration of personal and corporation income taxes 
and the proposed full taxation of realized share gains would mean that 
residents would be taxed at progressive rates on the realized net gains 
from the ownership of shares in Canadian corporations. The net gains rrom 
the ownership of these shares would be taxed neither more nor less than the 
net gains from employment, from operating a business as a partner or pro- 


prietor, from holding real property, from holding bonds or from membership 
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in a mutual organization. The system would be neutral with respect to the 
retention of corporate earnings, and there would be neither tax advantages 
nor disadvantages as between equity financing and debt financing. The op- 
portunities for tax postponement and avoidance would be requced, Tor’ tie 
-orm of a transaction would have much less tax significance. Several parts 
of the present law could be eliminated, while the uncertainty and complexity 
of other parts would be reduced. No other method of taxing corporate source 


income which we have considered has these desirable attributes. 
Shifting 


On the basis of the evidence we discuss in Chapter 4, we are doubtful 
that the implementation of the full integration proposal would result in 
substantial price reductions or cost increases in the short run. The evi- 
dence available suggests that Canadian corporation income tax changes have 
not been quickly and fully shifted even when they occurred at the same time 
as similar changes in the United States. Because implementation of the 
integration method would be unique to Canada, and because Canadian changes 
not matched by United States changes are less likely to be shifted, we do 
not expect that prices would fall or costs would rise sharply. As our 
earlier discussion suggests, increases in the prices of many shares would 
thererore be likely to occur, although the full taxation of share gains 
would substantially reduce the increase in share prices that would otherwise 
take place. This potential increase in share prices would also be restrained 
by the fact that a substantial proportion of Canadian equities is held by 
non-residents and our proposal for integration would have no direct effect 


on this group of shareholders. 


As we will demonstrate later, the combination of our integration and 
Tull capital gains tax proposals would result in little if any tax relief 
for upper income snareholders, but would provide substantial tax relief for 
low and middle income shareholders. Upper income shareholders would benefit 
trom tne reduction in the top personal rate and from the fact they would pay 
no further tax on dividends when received. But bringing capital gains in 


full into tax could more than offset these benefits, for it has been estimated 
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that even after the exclusion of the portion of capital gains attributable 
‘to retained earnings, the capital gains that now escape tax are at least as 
large as the taxable dividends now received by those with large incomes. 
Therefore, the imposition of full personal taxes on such gains would, for 
the upper income shareholder, generally offset the effect of eliminating 


double taxation of corporate income. 


Should the adoption of integration be followed by price reductions or 
wage and other cost increases, the after-tax income (broadly defined) of 
upper income shareholders would be further reduced as a result of our pro- 
posals. However, it is extremely unlikely that reverse shifting would occur 
to the point where low and middle income shereholders would not have a 
material net benefit. For low and middle income shareholders to be worse 
off, the tax reductions would have to be substantially over-shifted, that 
is, the average rate of return on shares would have to be sharply reduced. 
If this improbable event occurred it would not be permanent, for there would 
be a long-run adjustment through a reduction in the rate of investment that 
vould gradually increase the expected after-tax rate of return on the shares 


of corporations where over-shifting had occurred. 
The Demand for Canadian Equities 


Low and middle income resident individuals would find the holding of 
Cenedian equities under our proposal much more attractive than they do now. 
At the present time, $100 of corporate income bears a tax of approximately 
$50 in the corporation and no further tax if the remaining $50 is retained. 
The increase in share prices resulting from the retention is realized without 
tax to the shareholders except to the extent that the price has been dis- 
counted for the tax that will be payable on eventual distribution. «ne 
return to the shareholders is approximately $50, whatever the income bracket 
of the shareholders. Under integration, the corporate income retained would 
ve ellocated to shareholders and the cost basis of the shares held by them 
would be increased by the $50, so that the sale of the shares that had risen 
by $50 because of the retention would not produce a taxable gain. If the 
shares increased in price by more than $50, the excess would be the "goodwill" 


appreciation which would be subject to tax on the sale of the shares. 
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Because the resident shareholder in the top marginal rate bracket would 
be subject to tax on the allocation of $50, he would not have any additional 
tax to pay, nor would he receive any refund of tax paid. Thus, his after-tax 
return would still be $50. The low and middle income resident Shareholder, on 
the other hand, would receive a rebate equal to the EE: the corpo- 
rate rate of 50 per cent and his personal rate of tax at the time the retained 
earnings were allocated to him. Thus, a shareholder with a marginal rate of 20 
per cent would receive an after-tax return of $80, rather than the current $50, 
that is, a $30 rebate of tax plus a $50 gain on the sale of the share. This gain 
would not be taxed because of the tax-basis adjustment already described. This 
great reduction in the weight of tax on corporate source income paid or allocated 
to low and middle income shareholders is one of the great advantages of our pro- 
posal. The reader is referred to Table 19-2 and Appendices M and N to this 
Volume for calculations of the differences in tax under alternative systems for 


shareholders in different income classes. 


We propose that all intermediaries, including pension and other retirement 
income plans and life insurance companies, should be given full credit for the 
applicable corporation tax in respect of distributions or allocations on the 
aa of Canadian corporations that they hold. They do not now benefit from 
the dividend tax credit. This would be particularly important for Registered 
eho Income Plans, because we recommend elsewhere that these plans should 
not be taxed on their investment income or share gains but that the beneficiaries 
should be taxed on the full amount of any withdrawals. Such plans would there- 
fore be entitled to a full refund of the corporation tax credited to them. 
Canadian equities, therefore, would be much more attractive to these plans than 
they now are. Individuals whose principal form of saving was through Registered 


Retirement Income Plans would not be denied the advantages of integration. 


The benefits of integration would not be available to non-residents, 
except to the extent that they realized share gains that were a result of 
the capitalization of the expected benefits of integration. The tax position 


of non-resident shareholders of Canadian corporations would, in general, be 


ip as 


unchanged except to the extent that it would be affected by the recommended 
changes in the corporation tax base. However, the increase in Canadian share 
prices that should result from an increased demand for Canadian shares by 
Canadians could cause the dividend rate of return on Canadian equities to 
decline for non-residents relative to the Aitidend rate of return on non- 
Canadian shares. However, this does not necessarily mean that the total rate 
of return (gains plus dividends) on Canadian shares would decline, because 
the stimulus to capital investment might well cause Canadian share prices to 
increase more rapidly than the prices of non-Canadian shares. Also, the 
after-tax rate of return to non-residents would not necessarily be reduced. 
If Canadian corporations reduced their cash payouts in favour of non-cash 
distributions this would probably result in an increase in share prices as 

a reflection of the higher retained earnings, and would therefore result in 
the non-resident receiving a greater proportion of his income in the form 

of share gains, a change that could reduce his domestic tax liabilities. 
Although we would not expect non-residents to sell their Canadian shares 
quickly, because if they were subject to capital gains tax in their country 
of residence they would wish to postpone their tax on the share gain, 
nevertheless, over time a repatriation of Canadian shares would be likely 

to take place. This repatriation would probably not be sufficiently rapid 


to hold down the prices of Canadian equities. 
The Supply of Canadian Equities 


An increase in the price of Canadian equities, as a result of integration, 
would consequently reduce the cost of equity capital to Canadian corporations. 
Moreover, because the ultimate tax on residents would be the same on interest 
and dividends, the present tax bias in favour of debt financing would be 
substantially reduced. On both grounds, the attractiveness of equity 
financing to corporations would be increased and we would expect some 
increase in the supply of Canadian equities. The amount of the increase 


would, of course, also depend on other factors, such as the availability of 
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alternative sources of financing and the attitudes of those who control 


companies toward the dilution of equity and the possible effect on control. 


There is, however, one feature of our proposal that would moderate this 
heavier reliance on the issuance of shares. Resident shareholders would be 
given full credit for the tax imposed at the corporate level on all corporate 
income allocated to them. As is indicated later, cash dividends would be 
Only one of the methods available for the distribution of corporate income 
to shareholders for tax purposes. Because the allocation would not have to 
be by way of a cash dividend, the corporation could retain more cash without 
reducing the cash position of low and middle income shareholders, for these 
shareholders would obtain a rebate of part of the corporation income tax. 

In other words, the government would return part of the corporation income 
tax to those shareholders whose personal rates were less than the corporation 
income tax rate. Not only would this approach have the great virtue of 
making the tax system neutral with respect to the corporate decision of 
whether or not to retain income, but we expect that many public corporations 
could reduce their cash dividends without bringing about a reduction in the 
prices of their shares. These corporations would be forced into the equity 
market less frequently than at present to finance their present rate of 
capital formation. Generally speaking, we would expect the stimulus to 
capital formation to be sufficiently great to readily utilize the additional 


retentions and still make the raising of additional capital attractive. 


The lower cost of equity capital in Canada which would be brought about 
by the implementation of the integration proposal should encourage Canadian 
corporations which were controlled by non-residents to issue shares in 
Canada. It is difficult to estimate the impact of this encouragement, for 
if the non-resident parent company was in no need of additional capital it 
would be indifferent to the attractive price obtainable on the gale of 
equities in Canada. Nevertheless, our proposal should have an effect similar 


to that sought by the Budget of 1963 without being open to the charge that 
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the position of non-resident direct investors had been adversely affected. 
The rules of the game would be changed, put in a way that would benefit the 


resident investor without harming the non-resident investor, 
The Rate of Investment 


To the extent that the reduction in the tax on corporate source income 
was not shifted backward through Lower prices for goods and services or 
through higher costs for such things as labour, the reduction in the cost 
of capital would increase the rate of capital formation. This additional 
investment should in turn increase productivity, and thus bring about an 
sncrease in national output. Therefore, whether the reduction in tax was 
shifted backward or resulted in an increase in capital formation, Canadians 
2s a group would be better off. This would ve the principal benefit from 


integration. 
Financing Integration 


A reduction in the taxes on corporate Poems as currently defined 
would have a stimulating effect on investment and on the economy. However, 
to arrive at the net effect on the economy it is necessary to consider both the 
positive effects of the tax reduction and the negative effects of the tax 
increases that must be made elsewhere if revenues were to be maintained. 
This question is discussed later in this chapter and is explored more fully 
in Chapter 37. We can anticipate the results of those discussions by 
pointing out that we believe that the revenue cost of integration could 
be more than offset by taxing capital gains, by removing certain industry 
concessions and, in particular, the concessions to the life insurance and 
natural resource industries, by removing the dual rate of corporation tax 
and replacing it with a more efficient incentive for new and small businesses, 


and by reducing tax avoidance and evasion. 


Our proposals for the taxation of corporate source income, taken as a 


package, do not involve reducing taxes on investors and increasing taxes 


oy) 


on non-investors. Rather, they involve a complex re-allocation of taxes 

among investors. Non-resident investors in small income corporations and 

in Canadian mining and oil corporetions, upper income shereholders in small 
income corporetions and speculators with geins in non-dividend paying shares 
would all be worse off. Low and middle income resident shareholders, particu- 
larly those holding shares in large income, dividend-paying Canadian corpo- 


rations, would be better off. 
The Dual Rate of Tax 


We discuss in Chapter 22 and in Appendix I to this Volume the adminis- 
tration problems and the opportunities for tex avoidance that have abounded 
under the complex provisions related to the reduced rate of corporation 
income tax on the first $35,000 of corporate income. We believe that equity, 
neutrality and respect for the tax laws would be improved by ending this 
feature of the corporetion income tax, and we are persuaded that our recom- 
mendation for the full integration of corporation and personal income tax 
would make this possible and desirable. Under our proposal, the ultimate 
tex on corporate income would be the personal income tax, and a flat-rate 
tax could therefore be imposed on all corporations with the assurance that 
resident shareholders would bear no more tax on corporate income than on 
any other income thet they received. As we have explained, 2a flat-rate tax 
of 50 per cent, the same rate as the highest marginal rate of income tax 
under our proposed personal income tax rate schedule, would be necessary to 
avoid the tax deferment through corporate retentions which would be possible 
if the corporete rate were materially lower than the personal income tax. 
Small corporetions having low income shareholders could distribute or 
eallocete all of their income or, in order to avoid the need to remit tax at 
20 per cent and then to have the shareholders cleim a refund, a closely held 
corporation could take advantage of the option proposed elsewhere in this 
chapter of being texed as a partnership. We propose other incentives (in 
Chapter 22) of a different character to encourage the growth of new and 


small businesses. Implementation of all these proposals would provide 
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more efficient incentives to new and small businesses, and would remove a 
concession that has often been abused. In any event, our proposal would 
ensure that no shareholder in a small income corporation would pay tax at a 
rate in excess Of his own personal income tax rate. Because there could be 


no "double" taxation of corporate income, there could be no inequity. 
Tax Avoidance Generally 


Opportunities for tax avoidance usually arise where income derived 
through one kind of organization or in one form is given a different tax 
treatment than income derived through another kind of organization or in 
another form. This encourages taxpayers to change the organization through 
which income is earned or arrange transactions so as to obtain income in 
one form rather than another. Under the system we propose, income of a 
resident individual would be taxed in substantially the same way whether 
it was earned by him directly or was derived by him through a corporation, 
a trust, a partnership, a syndicate or otherwise. It would receive sub- 
stantially the same tax treatment whetner it was obtained in the form of 
employment income, dividends, partnership income or property gains. The 
possibilities of obtaining any substantial reductions or deferment of tax 
liability through changing the organization or the form of payment should 
be largely eliminated. We believe that the basic neutrality and equity of 
the system we propose would go a long way toward removing the problems of 


tax avoidance which have existed under the present system. 


It would be naive to claim that our proposals would eliminate tax 
avoidance. Only in a country completely isolated from the rest of the world, 
with a tax system in which all accrued gains, imputed gains, and benefits 
in kind were brought into the tax base on the same basis as net gains realized 
in cash, would all avenues for tax avoidance be closed (assuming also that 
the deduction of personal expenses could be precluded). We otuatbiely cannot 
create these conditions. Our proposals would, however, greatly reduce tax 


avoidance. Bringing the top personal rate into line with the corporate rate 
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would preclude the postponement of tax on retained earnings. This, plus the 
full taxation of share gains, would prevent Surplus-stripping by resident 
shareholders and would obviate the need for many of the anti-avoidance 
provisions in the present legislation. The abolition of the dual rate of 
corporation tax would prevent the major abuses related to associated corpo- 
rations, Full integration, the taxation of share gains and the proposed tax 
treatment of transfers of wealth would remove the differences in tax treatment 
which now exist between a non-personal corporation and a personal corporation, 


so that the latter status could be abolished. 


Not only would implementation of our proposals eliminate the advantages 
of many present tax avoidance techniques, it would also make it possible to 
remove most of the barriers now in the Act that are designed to prevent 
avoidance of the double tax on corporate income. For example, the designated 
Surplus provisions contained in section 28 which now impede legitimate mergers 
and amalgamations could be removed; and sections 105, 105A, 105B, 105C;, and 
138A could be withdrawn. 

Equity and Neutrality 
Between Organizations 

Implementation of our proposed system of taxing corporate income would 
make it possible to remove the disparities in tax treatment between different 
forms of organization. Corporations would be treated as favourably as 
co-operatives, trusts, partnerships and proprietorships. After hearing and 
examining the protracted "corporation—co-operative" debate, we believe this 


to be a very important advantage of the system we propose, 
Committee-of-Four Proposal 


Both the Canadian Institute of Chartered Accountants and the Canadian 
Bar Association suggested in their briefs to us a modified version of the 
proposal submitted to the government by the Special Committee on Corporation 


Taxation in 1961, hereinafter called the Committee-of-Four proposal 14/. 
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We therefore gave this method, and the proposed modifications, a thorough 
examination and careful consideration a5 ps We recognize that adoption of 
the Committee-of-Four proposal would substantially reduce the surplus- 
stripping problem without resort to ministerial discretion--the problem 
with which the Committee was particularly concerned—within the con- 

text of the present statute. However, it would not resolve a number of 
the problems we have described and would not remove the inequities of the 


present system. 


Fundamentally, the Committee of Four proposed that all corporate distribu- 
tions should be subject to a tax at a flat rate of 15 per cent, with dividends 
tax free in the hands of shareholders. There would be no dividend tax 
credit. To reduce the impact on lower income shareholders, the Committee 
recommended that the 15 per cent tax collected at the corporate level on 
distribution should be refunded to shareholders with taxable incomes (including 
dividends) of less than $10,000. This, of course, would set up a sharp 
distinction between those with taxable incomes just under and those with taxable 
incomes just over $10,000, and would encourage the manipulation of income between 
years. However, our major objection to this proposal is that it fails to 
apply the same schedule of progressive rates of tax to corporate source 
income as to other income 16/. In terms of our criteria, the proposal would 
tax shareholders in different income groups unfairly relative to one another. 
The double taxation of corporate income is an undesirable feature of the 
present system and one that the Committee could not have been expected to 


correct within their terms of reference, 


The Committee of Four also proposed that as an incentive to certain 
Canadian corporations to distribute their earnings to Canadian resident 
shareholders, a special tax abatement should be allowed to such corporations 
equal to a percentage of dividends paid to Canadian shareholders out-of 
earnings after December 31, 1960. It was Suggested that the rate of abatement 


should be reviewed annually, with an initial suggested rate of 10 per cent. 


This would have the effect of reducing the overall taxes on amounts distributed 
to resident sharenolders. However, since the tax abatement would be allowed 

to the corporation it would benefit non-resident shareholders as well as 
resident shareholders, The greater the percentage of non-resident shareholders 
in a corporation, the less would be the percentage benefit obtained by the 


resident shareholders, 


We considered how the Committee-of-!our proposal might fit into a 
structure that taxed capital gains and nad a lower top personal income tax 
rate. We explored a number of alternative methods of combining this approach 
to the taxation of corporate income with different approaches to the taxation 


of capital gains. 


It was apparent that if the Committee-of-Four method of taxing corpo- 
rate income was adopted, the full taxation of share gains would be completely 
unacceptable. Unless corporations capitalized their retained earnings through 
the issuance of stock dividends (with an appropriate increase in the cost 
basis of shares to avoid taxing both the retained earnings and the share 
gains attributable to those earnings), the weight of tax on corporate source 
income with the full taxation of capitai gains would be increased inordinately. 
After-tax rates of return on shares would be depressed and the cost of equity 
capital would be increased, with a consequent depressing effect on capital 
formation by corporations. Such a system would be both unfair and incom- 


patible with economic growth. 


The obvious alternative was to combine the Committee-of-¥our proposal 
with something similar to the United States approach to capital gains: the 
taxation of the full amount of share gains at one-half personal rates up to 
a maximum rate of tax of 25 per cent, although with a top personal rate of 
50 per cent this upper limit would not have to be explicit. We have not 
inciuded in this alternative the special tax abatement for distributions 
to Canadian resident shareholders which was recommended by the Committee of 


Four, particularly since it was not recommended by either the Canadian 


ho 


Institute of Chartered Accountants or the Canadian Bar Association. This 
is termed the "alternative" system in the balance of this section of this 


chapter. We rejected this alternative on the grounds discussed below. 


In our evaluation of the alternative system, we assumed that to minimize 
the taxes payable by shareholders, most corporations would capitalize their 
retained earnings by the issuance of stock dividends, and that the cost 
basis of shares would be increased accordingly. We also assumed, following 
approximately the recommendations of the Committee of Four, that shareholders 
with marginal rates below, say, 35 per cent would be refunded the 15 per 
cent tax on corporate distributions, whether the distribution was in stock 


Or cash. 


The impact of this alternative approach relative to the present system 
and the system we propose for shareholders with different marginal rates 
can be readily demonstrated. A recent United States study found that over 
the period 1926 to 1960 an equal investment in every company with shares 
listed on the New York Stock Exchange would have yielded an average before- 
tax return of 9 per cent compounded annually 17/. It is reasonable to 
assume that dividends accounted for about one third of this return, share 
gains resulting from retained earnings accounted for another one third, 
that is, that dividends averaged one half of net profits, and the remaining 
one third arose from what might be called a "goodwill" capital gain 18/. 
The period covered by the study included the depression of the 1930's and 
post-World War II experience; if the postwar period alone were considered, 
the return would be substantially higher and the proportion of the total 


gain arising from goodwill gains would be substantially greater. 


Assuming that the cash pay-out policies of corporations would not change 
and that the estimates given above would hold, the tax on the $9 annual 
return to the shareholder from a share costing $100 is shown in Table 19-2 


under the three alternative procedures for taxing corporate source income. 
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Under the foregoing assumptions, the alternative system and the proposal 
we recommend would have virtually the same effects on the tax position of 
shareholders with marginal rates of 50 per cent. In both cases, taxes would 
be raised by about the same amount relative to the present system. However, 
it should be pointed out that if, as we believe, the foregoing estimate of 
the proportion of goodwill gains to total gains understates the "true" 
picture, the difference between our proposal and the alternative approach 
for upper income shareholders would narrow and possibly be reversed. The 
greater the goodwill gain in proportion to the total gain, the less would be 
the tax levied under the alternative, while the tax under our proposal would 


remain unchanged. 


Under our proposal, the increase in tax would be the net result of a 
reduction in the tax on corporate earnings and an increase fe the tax on 
the goodwill gain. Under the alternative system, the tax on corporate 
earnings would be unchanged relative to the present system, but the goodwill 


gain would be taxed less heavily than under our proposal. 


The major difference between the two methods is the treatment of the 
low and middle income shareholder. The present system greatly overtaxes 
the low and middle income shareholder relative to the upper income share- 
holder if the progressive rate schedule is used as the standard. The alter- 
native approach reduces this vertical inequity. Our proposal removes it 
entirely. Another difference is that oa proposal would make holding 
Canadian equities more attractive to low and middle income resident indivi- 
duals and less attractive to upper income resident individuals. The alter- 
native approach would make holding Canadian equities less attractive for 
all but those upper income individuals who are now paying extremely high 
marginal rates on their cash dividends. The alternative system might there- 
fore tend to depress share prices and discourage capital expenditures by 
corporations. Certainly it would perpetuate the adverse effects on resource 


allocation that characterize the present system, 


We are convinced, therefore, that our proposal is more equitable than 


the alternative approach. The alternative approach would lead to inequities 


because most dividends would be taxed at flat rates and capital gains at 


half rates. Low and middle income shareholders would be overtaxed relative 


to upper income shareholders, and all would pay too little tax on goodwill 


gains relative to a neutral system. In addition, we have the following 


objections to the alternative system: 


With the alternative system, it would be difficult to abolish the dual 
rate of corporation tax, for, to the extent that small income corpo- 
rations had low income shareholders, it would be inequitable to levy 

a tax of 50 per cent on corporate income at the corporate level with 

no subsequent credit to the shareholder for this tax. On the other hand, 
to maintain the dual rate would permit some upper income shareholders 
to derive corporate source income with the payment of tax at less than 
personal rates and would leave in existence the associated-company 


problems Canada now has. 


Taxing capital gains at one half the regular rates would perpetuate the 
present difficulties involved in trying to separate capital gains from 
income gains. As we point out in Chapter 15, as long as this distinc- 
biba remains the law will be both uncertain and complex and will place 


a premium on the adjustment of form to avoid taxes. 


The lack of neutrality in the tax treatment of different forms of 


organization would remain. 


Unless the "one-half tax rate on capital gains" approach were confined 
to corporate securities, gains on real property and other capital 
assets would be taxed at one-half rates only. We see no justification 


for this concession to other property gains. 


It would leave opportunities for tax avoidance. 


by 


In the light of these findings, we concluded that the Committee-of- 
Four approach to the taxation of corporate source income, even with the 
partial taxation of property gains, is irreconcilable with our basic concept 
of equity, would be administratively complex when combined with the partial 


taxation of share gains and would lack neutrality. 
OTHER ALTERNATIVES 


We propose now to examine some Other alternatives to our proposal and 
our reasons for rejecting them. This is done only briefly here; an analysis 


of these alternatives is given in Appendix F to this Volume. 
Allow Dividends as a Deduction 


The allowance of dividends paid as a deduction from corporate income 
seems a reasonable alternative. It would partially meet some of the defects 
of the present system, mainly by encouraging distributions and thus limiting 
the attractiveness of surplus-stripping. Its main drawback, however, would 
arise from the deduction of dividends paid to non-residents. The allowance 
of such deductions would result in unwarranted revenue costs and would 
serve to increase the amount collected by foreign treasuries. We reject 
the possibility of overcoming this by a withholding tax equivalent to a 
combination of the present corporation income and withholding taxes, for 
such a substantial withholding tax, regardless of the underlying circum- 
stances, would obviously be unacceptable to some of the countries with which 
it would be necessary to renegotiate tax treaties. Restricting the deduction 
to dividends paid to residents would be imperfect in impact because the 
benefit of the deduction would flow to all shareholders, both resident and 


non-resident. In addition it would pose administrative problems. 


Treat Corporations as Partnerships 


An alternative at the other extreme would be to deem that all corpo- 


rate earnings were distributed to shareholders and therefore were subject to 


personal income tax as earned. This proposal is in many ways similar to 

the approach we recommend and would end all problems arising from the 
retention of earnings such as tax deferment and surplus-stripping, but it 
would create other problems. A complete and theoretically consistent allo- 
cation of the year's income would require that the various persons who had 
held the shares of the company for varying pericds during the year would be 
allocated their share of the year's income. This would be extremel vidi tition) t, 
In addition, the final order or priority of the rights of individual share- 
holders would have to be settled every year for the sharing of the year's 
income among them. This might be contrary to contractual arrangements 
already in existence. Liquidity problems would be created for shareholders 
deemed to have received substantial amounts of income in a year, anpwhich it 
was not possible for the corporation to pay out cash, The latter difficulty 
could be avoided by levying a substantial withholding tax, but again this 
would vrobably be unacceptable to other countries. In any event, this 
alternative would not provide an acceptable basis for the taxation of income 


flowing to non-residents. 


We do recommend later in this chapter that in some cases an election 
could be made that a corporation be taxed as if it were a partnership. 
However, we suggest that the right to make this election should be subject 
to restrictions which should overcome the difficulties referred to above in 


cases where the election was made. 


Exempt Distributions from Further Tax 


Ancther alternative would be to continue the corporation income tax 
but to exempt distributions from any further tax when received by share- 
holders, that is, to apoly only the corporation income tax to corporate 
earnings. This solution is wholly inconsistent with our view that equity 
requires that progressive rates of tax be applied to a comprehensive income 
base that includes income from corporations, and it cannot be entertained 


for that reason. 
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Increase the Dividend Tax Credit 


The dividend tax credit could be increased to reflect more closely the 
rate of corporation tax. With a refund of tax to the lower income groups, 
a tax credit equal to the corporation income tax would achieve reasonably 
close integration, but would not produce the same adherence to progressive 
tax principles as the system we recommend. The main defect of such a system 
would be that it would fail to achieve the complete identity of the income 
of the corporation in the hands of the shareholder that would result from 
including in the shareholder's income the grossed-up amount of the dividend 
before corporation income tax was paid. By including only the dividend in 
the income of the individual, an amount of corporation income equal to the 
tax paid by the corporation would be excluded from personal income, an 
exclusion that would increase in value as the income of the shareholder in- 
creased. Thus, the dividend tax credit approach is essentially more valuable 


to upper income than to lower income shareholders. 
Levy a Special Tax on Retained Earnings 


Finally, we considered levying additional taxes on retained earnings 
in lieu of, or in addition to, corporation income tax. A variety of 
schemes is possible, including a flat-rate corporation tax and additional 
rates of tax of, say, 5 per cent to 20 per cent on undistributed earnings 
of the corporation. A flat-rate tax is inequitable because it is not pro- 
gressive. It would meet the requirement of reducing the advantage of tax 
deferment through retention, but it would require the more general use of 
stock dividends or it would run the grave risk of creating tax pressure for 
the increased distribution of cash to the detriment of capital investment. 
We favour a tax system which is neutral between retention and distribution 
of cash. A tax on undistributed earnings, if it exceeded the tax on distri- 
butions, would create a bias in favour of distributions. The anos we 


recommend would remove existing impediments to distribution rather than inm- 


pose a tax penalty on retentions. 
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TREATMENT IN OTHER COUNTRIES 


Appendix G to this Volume contains a summery of the tax treatment of 
corporate source income in the United Kingdom, France, Germany, and the 
United States. Although we also examined the treatment in other countries, 
we have referred specifically to these four because their systems are repre- 
sentative of the general approaches being followed in industriel countries. 
The United Kingdom end France ere of particular interest because they have 
recently adopted major chenges in this area, each country moving in essen- 


tially the opposite direction to the other, 


In the United States the corporation is taxed as a separate entity, 
with a dual rate of tax similar to thet presently existing in Canada. All 
corporate profits are taxed whether distributed or retained. Since 1964 no 
credit for the corporation tax has been extended to the shareholder. Prior 
to that time the shareholder was entitled to a 4 per cent dividend tax erect, 


which was reduced to 2 per cent for 1954 and thereafter eliminated. 


In Germany, a distinction is made between distributed and retained 
earnings, with the former subject to a tax of 15 per cent at the corporate 
level while retained corporate profits are taxed at 51 per cent. Resident 
shareholders are not eligible for a tax credit for any part of the tax paid 


by the corporation. 


Prior to 1965 France taxed all corporate profits, whether distributed 
or retained, at 50 per cent, and taxed dividends received by individuals 


et full personal rates without any credit for any part of this corporation 
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ax. Then in 1965, to encourage economic growth by stimulating private 
investment and saving, the government introduced legislation, to become fully 
effective as of January 1, 1967, to extend to resident shareholders a 
gross-up and credit for one half of the corporation tax paid. The corpo- 
ration tax is to remain at 50 per cent; but the amount to be included in the 


income of shareholders for dividends received is to be 150 per cent of the 
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dividend, with the extra 50 per cent to be claimed as a tax credit. This 
credit is to be refundable to the extent that it exceeds the tax liability 

of the shareholder. Thus, in effect one half of the corporation tax paid 

will be deemed to have been paid on heres oe resident shareholders. This 
contrasts with our proposal to treat the full amount of the corporation tax 

in this fashion. In addition, corporations are to be encouraged to distribute 
profits within five years of the year earned by a provision that requires 

them to pay an additional tax equal to this 50 per cent credit on any distri- 
butions from profits earned more than five years prior to the year Of distri « 


bution. 


In contrast to the French approach, the United Kingdom in 1965 moved 
away from their system of a substantial integration of the corporation and 
personal income taxes to a system involving a flat rate, non-creditable tax 
on the corporation. In essence, this ended the procedure of collecting the 
standard rate of tax of approximately 4O per cent at the corporate level and 
then requiring the shareholder to gross-up his income to include this tax 
paid on his behalf. The corporate profits tax, which was in general levied 
at a rate of 15 per cent, was also eliminated, and instead a flat-rate corpo- 
ration tax of 40 per cent was imposed, with no credit being allowed to share- 
holders on dividends received. Thus, while the tax liabilities of the corpo- 
ration have been reduced from about 55 per cent to ho per cent, resident 
Shareholders have lost the credit for tax at the standard rate which was 
formerly paid on their behalf by the both oR Rete The declared primary purpose 
of this change was to encourage corporations to reduce distributions and to 
invest the funds retained in capital expansion. In addition, the Chancellor 
of the Exchequer criticized the previous system as being unnecessarily complex, 


awkward to vary for economic purposes and subject to abuses and anomalies. 


Thus, both the United Kingdom and France have introduced major changes 
in the taxation of corporate source income essentially to encourage private 


investment. In both cases the goal is to provide additional funds for 
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corporate expansion, but the methods employed are diametrically opposite to 
one another. In France, the incentive is extended to the shareholder; in 

the United Kingdom, to the company. Before the effects of any shifting or 
reverse shifting, after-tax rates of return are to be increased in France and 
lowered in the United Kingdom. However, the cash flow of the corporation 
will initially be increased in the United Kingdom, while it will remain un- 


changed in France. 


The criticism levelled by the Chancellor of the Exchequer at the former 
system in the United Kingdom has significance for our recommendations. We 
have examined in detail the avoidance and administrative problems encountered 
under the former United Kingdom system, and are satisfied that our proposals 
encompass solutions for these problems. In particular, our proposal would 
only permit a tax credit to the shareholder for taxes actually paid or deemed 
to have been paid by the company. Our recommendations are sufficiently 
flexible to permit the use of any kind of tax incentive or disincentive. In 
addition, we feel that our proposed single flat-rate tax at the corporate 
level, when accompanied by the full taxation of share gains, would be 
relatively simple to administer when compared to a multi-tax approach with 
preferential rates for different kinds of income. Our proposal would limit 
the top. personal rate to approximately the corporate rate and so would not 
be subject to the anomalies and complications which have resulted from the 
United Kingdom surtax. Finally, we believe that the best encouragement to 
economic growth in Canada would be to facilitate the most efficient allocation 
of resources and that this would be accomplished by levying taxes on corporate 


source income that were as neutral as possible in their effects. 


SOME FURTHER ASPECTS OF OUR PROPOSAL 


At the beginning of this chapter we described briefly the essential 
features of our integration proposal and the relationship between that 
proposal and the taxation of all property gains at full rates. The purpose 


of this section of the chapter is to explain some of the major technical 
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attributes of the proposal in greater detail. For still further information 
about its technical features, the reader is referred to Appendix H to this 


Volume. 


Essentially our integration proposal is a method of collecting from the 
corporation the corporation tax on all corporate income at the top personal 
rate, and then providing full credit to resident shareholders for the portion 
of this corporation tax applicable to the corporate income paid or allocated to 
sharehoiders. Because most resident shareholders would obtain a refund, 
because no resident shareholder would pay additional tax at the personal 
level and because the credit also would apply on a non-cash allocation to 
shareholders, we believe that virtually all corporate earnings of companies 
controlled by Canadians would be paid or allocated to shareholders on an 


approximately current basis. 


To keeo the gross-upv and credit procedure simple and understandable 
for shareholders, it is suggested that in any special cases where corporate 
income is taxed at less than 50 per cent, the corporation should be required to 
pay additional taxes or withholding taxes in order to bring the total tax paid 
or deemed to be paid by the corporation on all distributions of income to 
resident shareholders up to 50 per cent, so that the gross-up and credit 
on all distributions from the corporation would be at the same rate for the 
shareholder. The shareholder, either corporate or individual, would therefore 
always receive credit for the full rate of corporation tax, and this would 
keep the complexities involved in ensuring that the proper tax had been paid 
witnin the corporation where they could be handled most readily. In 
particular, this approach would facilitate the accounting for intercorporate 
dividends. This approach is not a necessary feature of the full integration 
system, but it is one that we recommend because we believe it would be 


feasible and preferable to the alternative techniques. 


Another important feature of the integration system is the adjustment 


of the cost basis of shares. Corporate income which is allocated to 


oils 


shareholders (by one of several methods described later) would be brought 
into income like a cash dividend, but the shareholder's cost basis of his 
shares would be increased by the amount of the earnings retained. Therefore, 
increases in share prices resulting from the retention of earnings would not 


be subject to tax on realization, 


It should be kept in mind that the integration proposal relates to 
resident shareholders only. Non-resident shareholders would not receive any 
credit for the corporation tax and would be subject to withholding tax on 


distributions (but not on allocations) on much the same basis as at present. 
Various Forms of Eligible Distribution 


We have reviewed a variety of means by which a resident shareholder 
could become entitled to a gross-up and credit. We contemplate that there 
could be four principal methods, three of them not requiring the distribution 
of cash, We emphasize that each method would have the effect of allowing a 
full credit to the shareholder for the corporation income tax. Some of the 
methods would require an adjustment of the cost basis on the relevant shares. 


The methods we recommend are as follows: 


his Cash dividend (including a dividend in kind)is.« fal gross-up and 


credit; no adjustment in the cost basis of shares. 


Pe tock dividend: full gross-up and credit; increase in the cost basis 
of the shares, including the shares issued as the stock dividend, by 
the amount capitalized in the corporation's accounts. 

at ther procedures involving a capitalization of surplus: same treatment 


as stock dividend. 


by Allocation of taxed income without capitalization: same treatment as 
stock dividend except that in the corporate accounts the amount distri- 
buted would not be capitalized and there would be no increase in the 
number of shares outstanding. We discuss later the reasons for this 


procedure and its technical aspects. 
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These methods of distributing or allocating corporate income that has 
borne tax are all discussed in detail in Appendix H to this Volume. By way 
of further brief explanation here, it may be said that under method 5 above, 
we would include the payment of dividends in debentures or other obligations 
of the company. Aliso, under this method, where shares without par value were 
outstanding, any effective transfer of income to capital stock account would 
be regarded as a capitalization. Under this procedure no new shares or 
Obligations would be issued, but the company would notify the shareholders 
as to the action taken. The possibility we heave in mind under method 4 is 
Simply the transfer of income to an appropriately designated account which 
might be called "allocated surplus". This would result in a deemed dividend 


for tax purposes. Under this last method, no new shares or obligations would 


be issued put the shareholders would be notified of the action taken, 


It will be apparent that the proposals just made would have implications 
for corporate accounting, as would the proposals which we will later put 
forward for the treatment of foreign income, corporation tax incentives and 
transitional undistributed surplus. Some types of distributions would result 
in the resident recipient being entitled to the gross-up and credit for tax 
purposes; others would not. Implementation of our overall proposals would 
imply allocation of corporate surplus among accounts according to the tax 
consequences for the shareholder of a distribution from those accounts. We 


have set forth explanations of these matters in Appendix H to this Volume. 


One aspect of corporate distributions that merits special comment is 
the order of pay-out of the various categories of corporate surplus and 
capital. Under the present law most distributions, except those made on the 
retirement of redeemable preferred shares, are deemed to be made out of un- 
distributed ecue as long as there is any undistributed income on hand. 
Such a requirement is a necessary protective feature of a tax system which 
attempts to levy both a corporation tax and a personal income tax on corporate 


earnings. Under the system we propose, however, the corporation tax would be 
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analogous to a prepayment of personal income tax and, because a distribution 
would usually result in a tax credit to the resident shareholder, it would 

be in his interest to have a distribution deemed to be taxable. Nevertheless, 
it would be useful to have a stipulated order of priority in which corporate 
distributions are to be made, as is discussed in Appendix H to this Volume. 

It should be provided, for example, that distributions and allocations would 
be made out of taxed income to the extent of such income and that further 


distributions would be by way of return of capital. 


We also believe it would be desirable that so far as shareholders were 
concerned there should only be two types of distributions, those made out of 
taxed income which would be grossed-up at the corporate rate and on which 
credit would be allowed at the corporate rate, and those made as a return of 
Capital which would not be included in the shareholder's income but rather 


would reduce the cost basis of his shares. 


Distributions out of taxed income would include all dividends, capital- 
izations and allocations made out of income which had been subject, or was 
deemed to have been subject, to corporation income tax but had not previously 
been distributed. Distributions not made out of taxed income, but which 
represented a return of capital, would include distributions made out of 
income previously allocated, distributions made out of Surplus existing at 
the transitional date on which the legislation came into effect and distri- 
butions made out of other financial surplus which was not subject to corpo- 


ration income tax. 


Because some types of corporate income, such as income from foreign 
sources and possibly income which was treated in a special way under incentive 
legislation, may be taxed at less than the normal corporate rate, the corpo- 
ration should be required to pay sufficient additional tax on making a distri- 
bution out of such income so that all of the income being distributed would 
have borne tax at the full corporate rate. The shareholders would then 


gross-up the distribution and would obtain credit on that basis. It would 
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also be possible to provide that corporation income tax would be deemed 

to have been paid on particular kinds of income so that the shareholder 

would be entitled to gross-up a distribution and obtain credit for the corpo- 
ration tax as if it had been paid. This may apply in cases where a credit 
was given for foreign tax paid or where an incentive was granted to corpo- 
rations in the form of an exemption from tax which the government wished them 
to be able to pass on to their shareholders. Procedures for accomplisning 


these objectives are discussed in Appendix H to this Volume. 


It would be necessary to make provisions with respect to various types 
of distributions other than those referred to above. This would be a matter 
for the legislators, but we suggest that some types of distributions should 


be dealt with along the following lines: 


Ls A distribution on liguidation should be treated as a distribdution out 
of taxed income of the corporation to the extent of such income, and 


the balance should. be treated as a return.or realization .of capital. 


ela A distribution on the redemption or purchase for cancellation of shares 
or on a reduction of share capital should be treated as a return or 
realization of capital to the extent of the amount paid up on the shares; 
any excess over that amount should be regarded as a distribution of 
taxed income to the extent of the shareholder's portion of the corpo- 
ration's taxed income; and the balance, if any, should be treated as 


the proceeds of a realization of the shares. 


er A conversion of shares into another class of shares should not be 
treated as a distribution unless it resulted in a capitalization of 
surplus, in which case its treatment would be as outlined above. A 
conversion of shares into obligations of the corporation should be 


treated in the same way as a redemption. 


4, No special provisions would appear to be required for loans to share- 


holders, since there would be no tax advantage in making such loans.. 


22 


The above rules would apply to distributions to resident shareholders. 
In the case of non-residen shareholders different considerations would apply 
and the rules with respect to distributions to them should remain very much 


as they are at present. 


These suggestions are obviously not complete, but they indicate the 


general approach which we believe should be taken. 


Allocation of Income 


Our proposed procedure for the allocation of taxed income without 
capitalization is new, and care would have to be taken in its implementation. 
An allocation would ve effected by action of the board of directors of a 
company and would have significance only for tax purvoses. The purpose of 
this procedure would be to permit the shareholders to obtain the benefit of a 
distribution for tax purposes without a distribution actually being made. 

We consider this procedure to be necessary in order to achieve the objectives 
of integration and avoid the double taxation which would result if taxable 
gains arising on the sale of shares reflected a substantial amount of income 
which had been subject to corporation tax that had not been credited to the 
Shareholders. In the case of many corporations it may not be feasible to 
capitalize all of their retained earnings. Such a capitalization would pre- 
sumably involve the payment of withholding tax by non-resident shareholders who 
obtained no benefit from integration. It might also result in tax complications 
for non-resident shareholders under the tax laws of their own countries. 

Even companies without non-resident shareholders might be reluctant to 
capitalize all of their after-tax undistributed earnings annually since this 
would restrict their freedom to declare dividends in the future. Ac- 
cordingly, in order that our proposals be fair and workable and neutral 

with resvect to the distribution or retention of corporate earnings, we 

believe it is important to permit the allocation of taxed income without 


distribution. 
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It would, of course, be necessary to provide that when income had been 
allocated, a subsequent distribution of the same income would not again be 
included in the income of the shareholders. Such a subsequent distribution 
should be treated as a return of capital. .When an allocation was made, the 
net amount allocated to a shareholder should be added to the cost basis for 
his shares. When a distribution was made out of income previously allocated, 


it. shouldbe epplied,to. reduce. the .cost basis, of..the: shares. 


Where shares were held in the names of brokers or banks or other nominees, 
administrative problems may arise with respect to allocations, as they would 
witn respect to other distributions. These problems would be simplified to 
some extent by the requirement which we recommend for each taxpayer to report 
in his return the securities which he owned and the transactions which he had 
during the year. Since it would be in the interest of resident shareholders 
to obtain the benefit of any allocations on shares which they owned, the 
responsibility should be placed on the snareholder to establish that he was 
entitled to the benefit of such an allocation in respect of any shares which 
were not registered in his name. This should encourage more resident investors 


to have their shares registered in their own names. 


One question that arises in connection with this procedure concerns the 
fact that the persons to whom an allocation was made may not be the persons 
who would eventually receive the distribution. Shares change hands from 
time to time, and additional shares of a particular class may be issued. 
However, this situation should not produce any tneaai ty: The full amount of 
realized capital gains and losses would be included in the computation of 
income. An allocation would result in an increase in the cost basis of 
shares and would be taken into account in computing the gain or loss on the 
disposition of shares, while a distribution of income previously allocated 
would result in a corresponding decrease in the cost basis and would likewise 
be taken into account in computing the final gain or loss on arerponeion 
Therefore, we do not believe that any distortion would result from the fact 
that an allocation may be made to one person while the corresponding distribu- 


tion was subsequently made to another holder of shares of the same class. 
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However, if it was possible for an allocation to be made to the holders 
of shares of one class and the corresponding distribution to be made to the 
holders of shares of another class, then there might be opportunities for the 
dererment or avoidance of tax. Accordingly, the rules relating to allocations 
snould prevent this possidility in most circumstances. For example, they 
should provide that an allocation could only be made to the persons who would 
have received a dividend if one had been declared at the time the allocetion 
was made. They should also provide that an allocation could not be made to 
the holders of shares of a class which carried a non-cumulative dividend only, 
unless that dividend was actually paid before the right to it expired. Later 
in this chapter and in Appendix H to this Volume we discuss some further pro- 
visions which may be necessary to prevent tax avoidance or deferment through 


the use of the allocation procedure. 
Corporate Incentives 


The implications for shareholders of any tax concessions received by 
corporations would depend on the total impact the government wished to achieve 
through its measures. We particularly have in mind temporary measures that 
the government might wish to enact from time to time as part of stabilization 
policy, such as accelerated or deferred depreciation, or a subsidy or tax 


reduction equal to a proportion of investment expenditures. 


Under our proposal, a number of possibilities would remain open to the 
government that could be used for any particular programme. The amount of the 
benefit, once identified in the accounts of the corporation that are suggested 
in Appendix H to this Volume, could be passed on to the shareholders as a 
dividend having no implications for the cost basis of shares, as a distribution 
of capital requiring a reduction in the cost basis of shares, and so on. The 
government would select that alternative which best met the particular objective 
it may be attempting to achieve in any given situation. However, it should be 
emphasized that, although we agree that there are circumstances when tax in- 
centives are appropriate, we are strongly opposed to any incentive that involves 
a general exemption of income at the corporate level or that would have the 


effect of creating new, permanently exempt forms of income for the shareholder. 


Foreign Income 


In Chapter 26 we deal at some length with the various considerations 
bearing on the Canadian tax treatment of income received by a Canadian corpo- 
ration from outside Canada and in tur distributed to its Canadian share- 
holders. Tnerefore, we discuss the matter only briefly in this chapter where 
our particular concern is with the implications for the integration proposal 


of the foreign origin of some part of Canadian corporate income. 


Our main conclusion in Chapter 26 is that, in order to maintain a 
reasonable balance between the tax results of domestic and foreign investment 
by Canadians, we must recommend some integration of foreign taxes paid on 
income which was subsequently distributed to resident shareholders by a 
Canadian corporation. However, this integration must be limited to ensure 
that at least some Canadian taxes were collected on foreign source income, 

In arriving at our recommendations we have noted that the present dividend 
tax credit, which is a form of partial integration, is granted without 
distinction as to the origin of the income being distributed and therefore 


is applicable to foreign source income. 


Our foreign tax credit proposals for business income received from a 
foreign direct investment operation have three major features. Details and 


definitions are contained in Chapter 26. 


dea Foreign source direct investment income should be subject to income tax 
of at least 30 per cent on an accrual basis, that is, in the year it 
is earned. If foreign taxes paid do not reach this level, then a 
special tax equal to the difference should be paid in Canada by the 


Canadian direct investor, either corporate or individual. 


is The net business income earned or dividends received (after any with- 
holding tax) from foreign direct investment should be grossed-up at 
a 50 per cent rate, with the aggregate amount included in the income 


of the Canadian direct investor, either corporate or individual, and the 


30 per cent recorded as the amount available as a tax credit. 


“ 


3 Where foreign direct investment income is earned or received by a 
corporation, an additional tax equal to 20 per cent of the grossed-up 
foreign source ie should be withheld from amounts distributed or 
allocated to shareholders out of foreign source direct investment 
income. This additional tax would facilitate the record Keeping Tor 
corporate distributions by bringing the total tax credit available to 
resident shareholders up to 50 per cent. This tax should not be payable 


on distributions to non-residents. 


If such income were to be subject to a gross-up and credit at a 30 per 
cent rate, few Canadian shareholders in receipt of income from a Canadian 
corporation with income from direct investment abroad would be worse off 
than at present, and low and middle income shareholders would be absolutely 
better off. Therefore, we recommend this rate of gross-up and credit for 
foreign direct investment. It should be noted that, in order to avoid 
application of different rates of gross-up and credit to different portions 
of a dividend, we propose that, 2t the time of making a distribution or an 
allocation to resident shareholders from foreign source direct investment 
income,a Canadian corporation should pay a withholding tax sufficient to 
bring the total tax attributable to the foreign source portion of the dividend 
up to the 50 per cent that would have been levied on the portion earned in 
Canada. This mechanical device would enable the shareholder +o gross-up 
all dividends received at the 50 per cent rate and also to claim a tax credit 
at that rate. As we have already indicated, it would be necessary to 
establish rules as to the order in which income from different sources was 
distributed, so as to determine the time at which this additional tax would 
be payable. In Appendix H to this Volume it is suggested that distributions 
should be regarded as having been made on a pro rata basis from the grossed- 
up income which had been subject to full corporation tax and from the 


grossed-up foreign source income. 


Carry-Over of Losses 


Because losses cannot be allocated to shareholders in the same manner 
as income, their identification with the shareholders is less direct. In the 
case of losses whicn were deemed to be of a personal nature, their deducti- 
bility would be limited so that the shareholder would be required to bring 
a deemed benefit into income in the same way as any other expenditure at 
the. corporete level that was’ deemed to result” in’a’ personal benefit to a 
shareholder.’ In’the case of ordinary business Losses, the loss could be 
carried back by the corporation up to the amount of the income of the previous 
two years tnat had not been vaid or allocated to the shareholders. Any 
unabsorbed balance of the loss could be carried forward indefinitely against 
future income, subject to the limitation referred to in Chapters 9 and 22 
that is designed to prevent the deduction of losses deemed to be personal 
in nature. To the extent that the losses reduced share values, the shares 
could be revalued downward. The resultant loss could be claimed as a 
deduction from other income by the individual shareholder, who would also 


have the usual averaging privileges we recommend in Chapter 13. 
Intercorporate Dividends 


When the shareholder was a resident corporation, the procedure would 
be the same as for an individual, that is, a grossed-up dividend from 
anotner taxable resident corporation would be brought into taxable income 
and the related tax credit would be deducted from the resulting tax. If, 
however, the receiving corporation incurred a loss on its other operations, 
the loss could be applied against the dividend and a refund could be claimed. 
These procedures would result in the top personal rate of tax being imposed 
only Once, regardless of the number of corporations involved, with an 
eventual credit for the applicable corporation tax to the individual share- 


holder upon distrivoution or allocation to him of the taxed income. 
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Special Corporations 


There would appear to be no further need for the present provisions 
concerning personal corporations. The shareholders of such corporations 
could avoid any overpayment of tax on the corporate income by having the 
corporation make a high level of distribution or allocation to its share- 
holders. On the other hand, underpayment of tax would be prevented by virtue 
of the high level of corporation tax already imposed on the income flow. 

The present provisions regarding investment corporations would also seem to 
be unnecessary. Life insurance corporations would follow the same procedure 
as ordinary corporations in respect of corporate distributions received. 
Because of the unique nature of their business the tax treatment of insurance 


companies is dealt with more fully in Chapter 2h. 
Other Canadian Recipients 


The tax treatment of dividends paid to pension funds and other forms of 
retirement income plans is discussed in Chapter 16. The income of Registered 
Retirement Income Plans would be exempt from tax, and they would be entitled 
to a full rebate of tax already paid in respect of dividends received from 
taxable resident corporations. The income of non-registered plans would be 
allocated to beneficiaries, to whom these plans would be entitled to pass on 


the tax credit. 


The treatment of dividends paid to charities, private clubs, and other 


types of special corporations is dealt with in Chapter 20. 
Preferred Shareholders 


We recommend that dividends on preferred shares should be eligible for 
the normal gross-up and credit. The reasons for this treatment are the same 
as those that resulted in the eligibility for the present dividend tax 
credit being extended to preferred dividends. It is impossible to distinguish 


classes of shares in such a way as to allow a deduction for dividends paid 


on "pure" preference shares. Accordingly, such dividends are paid from 
after-tax income and the credit should be provided. We recognize that 

because the dividend on preferred shares is fixed, the extention of the gross- 
up and credit for corporation tax paid to sncH shares would greatly increase 
the after-tax yield on presently outstanding preferred shares and that as a 
result they would increase in value. However, we are satisfied that this 
increase in value would not be excessive, because our studies show that 

almost 90 per cent of the outstanding Canadian preferred share issues carry 

a fixed redemption price and, in the event of a material rise in values, such 


issues would probably be redeemed. 


In our view, interest on income bonds, which is not deductible by the 
paying corporation under the present law, should be eligible for the same 


treatment as dividends on preferred shares. 
Non-Resident Shareholders 


If the general practice among countries was to "look through" the corpo- 
ration for tax purposes, so that the residents of foreign countries would be 
treated in a manner similar to what we propose for residents of Canada, a 
reconciliation of the Canadian and other national schemes of taxation might 
be possible. In fact, however, the usual approach in other countries is to 
tax corporations as separate entities and, accordingly, it would be impossible 
to extend to non-residents on a reciprocal basis a treatment comparable to 
that which we propose for residents. However, we are satisfied that, generally 
speaking, non-residents should not have grounds for complaint regarding our 
proposals, because the proposals generally would not increase the weight of 


tax on non-residents compared with the present system. 


One exception to this statement should be mentioned. Many non-resident 
shareholders could be adversely affected if the corporations in which they 
held shares increased their level of distribution by issuing stock dividends. 


This might be the case in the United States, where such stock dividends are 


generally excluded from income (until they are disposed of or redeemed and 


a capital gain or income results). 


While their position is not entirely clear, a non-resident portfolio 
investor might lose the tax credit for the Canadian withholding tax on a 
stock dividend or capitalization. A non-resident corporation which is a 
direct investor is often permitted to claim a foreign tax credit in respect 
of dividend income for the underlying corporation taxes paid by a Canadian 
subsidiary as well as the withholding tax. If the payment of a stock divi- 
dend caused either of these tax credits to be lost, then the direct investor 
would also be adversely affected. We would recommend, therefore, that the 
Canadian autnorities undertake to negotiate future treaty arrangements to 
provide specifically, at least for direct investors, that either stock divi- 
dends be treated, at the election of the non-resident, as ordinary dividends, 
so that they would carry the full tax credit, or that the non-resident have 
the right to obtain credit for the withholding tax (and where applicable for 
the underlying corporation income taxes) against his tax payable on a sub- 


sequent sale or redemption of the shares. 


In any event, we have provided for this situation until such time as a 
suitable solution can be found. Under our proposal a Canadian corporation 
having substantial foreign ownership could avoid declaring stock dividends 
and could achieve the same result for its Canadian shareholders, without any 
unfavourable consequences for non-residents, by employing the procedure for 
an allocation of surplus. No withholding tax would be payable on such an 
allocation. 

Dividend Taxation Related 
to Share Gain Taxation 
The relationship of corporate earnings and retentions to share gains 


and losses is discussed elsewhere in this Report but may be touched upon 


again here. It is our belief that the very substantial incentive which the 
implementation of our proposal would create for the distribution or allo- 
cation of corporate income, either in cash or non-cash form, would virtually 
eliminate the influence of retained Speen on taxable share gains and 


losses. 


Under our proposal, corporations controlled by Canadian shareholders 
would have every reason to allocate corporate earnings to shareholders 
approximately as earned, for most resident shareholders would benefit by 
receiving a tax credit or rebate and none would be hurt by such allocations. 
Virtually all earnings retained in the corporation would, therefore, have 
been distributed or allocated to shareholders by means of stock dividends, 
or by one of the other procedures we have described. Because non-cash distri- 
butions or allocations to shareholders would be added to the cost basis of 
the shares, increases in share prices that resulted from retained corporate 
income would not be taxed on the disposition of shares. This can be readily 
illustrated by a simple example. Suppose that an individual with a marginal 
rate of 30 per cent buys a share for $100. Suppose that corporate earnings 
before tax are $20 a share and that the corporation retains the $10 of 
after-tax income, but allocates this amount to the shareholder. The saare- 
holder would bring the grossed-up value of the $10 retention, that is $20, 
into his income, would calculate his tax as $6 and would obtain a refund 
of $4. In addition, he would increase the cost basis of his share from $100 
to $110. If the share price rose by the amount of the cash retention and 
the share was subsequently sold for $110, there would be no taxable gain 
because there would be no difference between the adjusted cost basis of $110 
and the selling price of $110. Therefore, while the retention of earnings 
would continue to generate increases in share prices as they do at present, 
the adjustment of the cost basis would mean that this part of the gain would 


not be brought into income. 


A shareholder wishing to sell his shares prior to a distribution date 


would endeavour to recover in his selling price the expected distribution 
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in order to net the same amount as if he had held the shares. The income 
distribution would then be "capitalized" in the price of the shares, and 

the purchaser who received the distribution should incur an offsetting re- 
duction in the value of the shares upon subsequent resale. There are, of 
course, other factors affecting share values, and it would be hard to isolate 
the above effect in the ordinary market transaction. However, with a higher 
level of distribution and higher tax credits, this factor would be more im- 


portant than it is at present, 


If share values did drop simultaneously with a distribution, the pur- 
chaser of the shares would have a "wash" transaction (no gain or loss), for 
the distribution included in income would be offset by an equivalent loss on 
the shares, and the personal tax on the income would be collected through 
taxing the vendor's gain on the sale of the shares. This is appropriate, 
because the income would have accrued while the vendor held the shares, and 
would be reflected in the gain he realized on disposition of his shares. 

We discuss these and other economic implications of integration at greater 
length in Chapter 37. 

Corporate Acquisitions 

and Reorganizations 

The system we propose would achieve a reasonable balance of the tax 
consequences of a sale of shares for both vendor and purchaser, We are 
also satisfied that the system we propose would achieve substantial neu- 
trality as between a purchase of shares and a purchase of assets as a result 
of the combined effect of the taxation of gains on the disposition of proper- 
ty, the taxation of gains on the disposition of equities, and the great re- 
duction in the importance of undistributed income, [In addition, the 
purchaser of all the shares in a corporation should be allowed to revalue 
the underlying assets, other than goodwill, to their market value, in order 
to establish a current basis for capital cost allowance, Another con- 
tributing factor would be the proposed deduction of interest on money 


borrowed to acquire shares, the present disallowance of which gives an 
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additional bias toward the purchase of assets. Under our proposal interest 
costs would be allowed in either case. The fact that companies would be 

less likely to accumulate large amounts of undistributed income, and that 
undistributed income could be eliminated for tax purposes through allocations 
of income in non-cash form, should facilitate corporate recapitalizations 


and reorganizations. 
Closely Held Corporations 


Mention should also be made of the effect of integration on the share- 
holders of closely held corporations. Under the present tax system such 
companies have encountered severe problems because of the inherent tax 
liability on accumulated surplus and because of the difficulty encountered 
in distributing a substantial amount of cash to an estate, often for the 
purpose of paying estate tax, without giving rise to substantial income tax. 
Under our proposals, methods would be readily available to all such companies 
to make adequate provision for most of their tax problems. The realization 
of share gains on death would create a tax liability for the difference 
between the cost basis of the shares and their market value, including the 
goodwill element. However, if closely held companies and their shareholders 
took advantage of our various proposals by making regular allocations of 
earnings and thereby obtained credit for corporation tax and an upward 
revision in the cost basis of the shares, the impact of the disposition on 
death should be reduced. In any event, there would no longer be a potential 
tax liability on the distribution of accumulated surplus and it would be 
possible for a company to make a large cash distribution to an estate without 
giving rise to any tax liability. In addition, the full deductibility of 
interest costs would permit the company to borrow in order to make the 


necessary cash distribution on redemption of senior securities. 
Shareholder Information 


The shareholder should be provided each year with a T5 statement 


listing the following details to the extent applicable: 
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i The amount to be included in income. 


a The tax credit in respect of the amount to be included in income. 


Sy The amount of cash distributions. 


4, The amount of non-cash distributions (to be added to the cost basis). 


De The amount that was a return of capital, including proceeds of re- 
demptions of shares, dividends paid out of previously allocated surplus 
and dividends paid out of surplus on hand at the transition date 
(to be deducted from the cost basis). 

Determination of the Rate of 

Corporation Income Tax Credit 
Under a system of grossing-up the dividend and of allowing a credit for 

the corporation income tax, the selection of the corporation income tax rate 

eligible for the credit is obviously of importance. Should it be the rate 

of tax for the current year or the rate of tax over a period of years? We re- 

commend that it should be the rate of tax applicable to corporate income in the 

year of the distribution or allocation. The normal situation would be that divi- 

dends would be declared principally from current income, and our proposal would 

therefore conform with the general case. It would also greatly facilitate 
both public understanding and ease of calculation if the grossing-up and 

crediting were to take place at the current rate. Under our proposal for a 

50 per cent corporation income tax rate, the dividend paid in the year would 

be grossed-up by doubling the net dividend, the resulting amount would be 

included in taxable income, and a credit of 50 per cent of the amount of the 
grossed-up dividend would be deducted from the personal income tax of the 


Shareholder. 


When the rate of corporation income tax is changed, which for reasons 
Outlined later should not be often, we recommend that the gross-up and 


credit on future distributions should take place at the new rate until a 


further change is made. Details of tne adjustments to be made by corpo- 


rations in their accounts in this connection are set out in Appendix H 


to this Volume. 
Option to be Taxed as a Partnership 


With the introduction of integration and a single rate of tax for 
corporations, corporations with shareholders in the lower tax brackets 
would pay tax at the rate of 50 per cent, while the shareholders would be 
entitled to obtain refunds at a later date. In the case of a large, well- 
financed corporation this shovld not impose any hardship, but in the ate 
of many small, closely held corporations it might cause financing problems. 
It seens to us that there should be a simpler method of allocating income 
to the shareholders in such cases, so that they would not be required to 
go through the procedure of paying tax at the 50 per cent rate and then 
claiming refunds. It is also our view that where feasible, corporate 
losses should be allocated to these shareholders, rather than to require 


that they be applied only against other corporate incone. 


Accordingly, we propose that certain corporations should be permitted 


to elect to be taxed as partnerships. If 


such an election was made, the 
corporation would pay no tax, but the shareholder would include his pro 
rata proportion of the profits of the ee ee his income and pay tax 
thereon in the normal manner (but, of course, without the use of the gross- 
up and credit formula). He would also increase the cost basis of his 
shares by the amount included in his income. When dividends or other dis- 
tributions were paid out of the income attributed to the shareholders, 

such distributions would be free of income tax but the amount received by 
each sharenolder would be applied to reduce the cost basis of his shares. 


If the corporation sustained a loss, the shareholder would be entitled to 
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deduct his pro rata proportion of the loss from his other income, and this 
amount would be applied to reduce the cost basis of his shares. In this 
case, the corporation would not be permitted to carry the loss-back or 


forward. 


It would be necessary to establish certain restrictions and requirements 
in order that the provisions could be readily administered and would be as 
free as possible from anomalies. The following are examples of require- 
ments which might be imposed, although additional conditions would un- 


doubtedly be required: 


a The election for any taxation year would have to be made by the corpo- 
ration at any time within that taxation year or within 90 days there- 
after. An election once made would be effective until revoked or 


until the corporation ceased to fulfil all the necessary conditions. 


eo. The election would be made by filing a form to be prescribed by the 
tax authorities and based on the prior approval of the holders of at 
least 90 per cent of the outstanding shares of the corporation. The 
election could be revoked by action of the board of directors or by 


the action of the holders of a majority of the shares of any class. 


LN 


The income of the corporation for the taxation year in question, as 


determined in the usual way, could not exceed, say, $200,000. 


ie. The election would not be permitted if the corporation had more than 
fifteen shareholders at any time during the taxation year, Or’ ir any 
of the shares of any class were owned by non-residents at any time 


during the year. 


a An election could not be made unless all income of the corporation 
for prior years in which the option was not elected had been distri- 


buted or allocated. This would mean that all dividends paid in the 
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year by the corporation would be paid out of income which was or had 
been included in the incomes of the shareholders and accordingly would 


be treated as a return of capital. 


op If the corporation had more than one class of shares outstanding and 
the holders of any class were entitled to a non-cumulative dividend, 
none of the income would be allocated to the shares of that class 


unless the dividend was paid. 


Particular consideration would have to be given to problems arising 
from the transfer of shares during the course of the year. It might be 
possible to apportion the income attributable to shares transferred during 
the year on a per diem basis. Alternatively, it might be necessary to 
withhold the right to be taxed as a partnership where a transfer of shares 


was made at any time other than at the year end. 
SOME PROBLEMS IN THE PROPOSAL 


We have arrived at the proposal advanced in this chapter after an 
exhaustive consideration of the defects of the present Canadian system and 
of various alternative systems. It meets more closely than any other 
alternative the objective of a comprehensive base taxed at graduated rates, 
and provides a means of curing the most troublesome of the problems that 
have plagued the taxation of corporations for half a century. We believe 


that it is the best solution that could be put forward. 


Despite our confidence in our proposal, we are fully conscious of the 
fact that we are dealing with one of the most complex and controversial 
areas of taxation, and we are under no illusions that we have produced the 
perfect answer. It is incumbent on us, therefore, to point out and evaluate 


some of the objections that might be advanced against our recommendation. 


ja 


kigidity 


It might be said that our proposal would introduce an element of 
rigidity into the tax system by requiring that the corporation-income tax 
rate and the highest marginal rate of personal income tax should be either 
identical or should be separated only by a small margin. To accomplish the 
results we hope for, there must not be a substantial gap between the two 
rates. In support of this feature of our proposal we would suggest that, 
the absence of a tax on share gains, the lack of integration of the corpo- 
ration and personal income taxes and the divergence between the two rates 
have been the main sources of tax avoidance efforts in the past. Introduction 
of a tax on share gains would remove mich of the problem, but a complete 
solution to the problem of tax deferment as it concerns resident shareholders 
would Gen re either adopting our proposal or giving up the personal tax on 
corporate distributions, an alternative we find unacceptable. More important, 
under a system of full credit for corporation income tax, the rate of corpo- 
ration income tax would determine the amount of credit or rebate which 
Canadian shareholders would obtain from the government. Thus, the rate 
would become considerably less significant than at the present time, and 


the element of rigidity would be of relatively little consequence. 
Federal -Provincial Relations 


Our recommendations have important implications for federal-provincial 
relations. It is obvious that any solution must take this matter into account, 
and in Chapter 38 we put forward proposals for overcoming the main diffi- 


culties. 
Tax Avoidance 


In view of the importance of the tax credit or tax rebate under our 
proposal, one method of fraudulently exploiting the system would be to use 


fictitious dividend notice slips. The prevention of this would require 


fe 


strict control over the issuance of T5 slips by corporations, with severe 
penalties for non-compliance with the official regulations introduced for 
this purpose. An additional check would also be provided from the record of 


assets to be filed by individuals that we recormend in Chapter 15. 


If shares were transferred at artificial prices between residents who 
were in different tax brackets, the allocation provisions might permit defer- 
ment of tax liabilities unless there were special provisions to prevent this. 
If such a transaction was between a resident and a non-resident, then the 
appropriate tax liability might be avoided in the absence of a preventive pro- 
vision. Accordingly, there should be a provision to the effect that if shares 
were acquired otherwise than in a bona fide transaction between parties deal- 
ing with each other at arm's length, the transfer would be deemed to have 
taken place at the fair market value and the transferor would have made a 
gift to the transferee equal to the difference between the actual price and 
the fair market value. If the shares were transferred by a resident share- 
holder to either a resident or non-resident purchaser in an arm's length 
transaction at less than the fair market value under an agreement or option 
or pursuant to some other right, additional provisions would probably be 
necessary to prevent tax avoidance or deferment. These suggested provisions 
are discussed in Appendix H to this Volume. 

Transactions between Residents 
and Non-Residents 

Another possibility for abuse of the system of integration would arise 
as a result of transactions between residents and non-residents. Dividends 
received by a non-resident from a Canadian corporation would be subject to a 
Canadian withholding tax and in some cases an additional tax payable by the 
non-resident to his own country. However, any resident individual to whom 
the non-resident sold the snares could receive the distribution, could prob- 
ably avoid having any income by reselling the shares (because the income 
distributed would be offset by the loss on the resale of the shares ) and 


could therefore obtain a refund of all or part of the corporation tax already 
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paid, Even if the non-resident were taxed in his own country on the gain 
realized upon selling his shares to the resident, there could still be a 
sufficient tax reduction to make the arrangement wortn while, The protection 
provided within Canada against such procedures would lie in the full taxation 
of share gains, but this would not reach non-residents, The net result of 
this avoidance procedure would be that Canadian tax on the corporate income 


accruing to the non-residents who participated would be reduced, 


The source of this potential problem is the accumulation of unallocatédd 
tax credits that, although they were attributable to the shares held by the 
non-resident, would be of no benefit to him otherwise than through a "stripping" 
operation, Because the non-resident could not receive any benefit from these 
credits in the ordinary course of business, measures taken to eliminate the 
accumlation would not have an inequitable effect on the non-resident, There- 
fore, the legislation might include a provision that restricted the accumu+ 
lation of tax credits on taxed income that was attributable to non-residents, 
Alternatively the Act might require a corporation that was controlled by ndn- 
residents to allocate any income that was not distributed within one or two 
years of the year in which it was earned, This measure would not result in 
any liability for withholding tax, but would prevent the accumulation of un- 
used tax credits, Such an approach might well be extended to all companieg 
in which non-residents held a major interest, and would ensure that Canadian 
minority shareholders would obtain the benefits of integration, It may aldo 
be necessary to have a provision to the effect that if shares were transferred 
by a non-resident to a resident in such circumstances that the resident had 
not obtained a bona fide interest in the business or property of the corpo- 
ration, but only a temporary interest, no refund would be paid to the resident 
on a distribution or allocation, This should inhibit artificial transactions 
under which non-residents would sell the shares temporarily to residents in 


order to obtain a reduction of the effective tax rate, 
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Interest Paid to Non-Resident 
Shareholders 

Another avoidance possibility would be that non-residents who controlled 
a Canadian company might effectively avoLaine corporate rate of tax by the 
use of interest-bearing obligations instead of equity investments. Because 
virtually all interest payments would be deductible under our proposals, con- 
trary to the present treatment that prohibits the deduction of interest on 
funds borrowed to acquire shares on which the dividend income is exempt, 
avenues for abuse would be opened. For example, a new subsidiary might be 
set up with a loan capital of $1,000,000 and invested capital of $100. When 
net earnings (after interest) reached a point where material Canadian taxes 
were payable, the shares of the Canadian subsidiary could be sold to another 
newly formed Canadian subsidiary at a price which would represent the 
capitalized value of anticipated earnings, and the new company would again 
have a very high ratio of debt. The simplest solution to this problem of 
interest payments by a Canadian corporation to non-resident investors with 
whom it did not deal at arm's length would be to deem such payments to be 
dividends, an approach that would be similar to that followed in the United 
Kingdom. Thus, they would not be deductible and would be subject to with- 
holding tax at the rate applicable to dividends 19/. We recommend that this 


course should be followed, at least in a number of well defined cases. 
Transitional Problems 


The implementation of our proposals for the integration of the personal 
and corporation income taxes poses some major transitional problems. These 
involve the timing of the introduction of the proposed changes, the treatment 
of surplus on hand at the effective date of the legislation and the problem 
arising from the probable temporary reduction in revenue during the period 


immediately following the introduction of the proposals. 
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Timing of Proposed Changes 


One important question relates to the time at which the various pro- 
posals for integration of the personal and corporation income taxes and the 
full taxation of capital gains would be introduced. We believe that the 
greater the initial step and the fewer the subsequent steps, the less would 
be the total market disturbance. The impact of the immediate introduction of 
the full taxation of all asset gains would be eased by the fact that tax would 
apply only to the portion of the gain accrued after the transition date. Be- 
cause share values are primarily related to future earnings, a lowering of the 
future tax, with an increase in the net after-tax return, would bolster share 
values and help to offset the depressing effect of a tax on share gains. 
Immediate introduction of these changes would have to be accompanied Db ea 
reduction in the top rate of personal income tax and also the provision of 
special measures for small businesses previously entitled to the lower rate 


of corporation tax. 


Our conclusion favouring the immediate implementation of the bulk of our 
proposals runs counter to the assumption, valid in most circumstances, that 
substantial changes should be introduced gradually. Ina gradual approach, 
we foresee a repetition of disturbances equally upsetting at each step and 
a peries of technical adjustments of extreme complexity. For example, the 
introduction of the tax on share gains by a gradual extension of the portion 
of the gain to be included in income would be a disturbing factor in the mar- 
ket for several years as it sought to adjust to each new change. A single 
step making the full change would probably be no more disturbing if accompa- 
nied by all the other reforms we have proposed. This question of a gradual 
introduction of some of the proposals is discussed below in connection with 


one of the possible procedures put forward as a transitional provision. 


For non-resident shareholders the transitional considerations are 
quite different because the proposed changes in the Canadian tax treatment 


of share gains and corporate income do not affect them directly. Accordingly, 


whether future distributions to non-resident shareholders came out of 
existing surplus or future surplus would be of no importance; the same with- 
holding tax should apply to any distribution. 
Treatment of Surplus on Hand at the 
Date of the Legislation 

Under the present system, the general intention has been to collect tax 
on the undistributed income at the time it is distributed, and to permit 
capitalization after payment of a special tax (section 105). But we have 
seen that this intention has been frustrated by the various ways of making 
distributions free of tax or at low rates of tax through eurpius “etre mpdine 
procedures. An attempt could be made in the future to collect tax upon 
distributions of surplus existing at the transition date. But it would be 
necessary to employ a method that did not perpetuate the inequity of the 
present system which grants an advantage to shareholders of those corporations 
that retain surplus indefinitely. Furthermore, it must be kept in mind that 
no onus has hitherto been placed on a corporation to make distributions of 
Sncome as earned. On the contrary, both the tax system and the needs of the 
economy have favoured the retention of earnings for dnc eaapmronlings The assump- 
tion has been made in the past that tax deferment through the retention of 
earnings was not a concern of the authorities and that no opprobrium was 


attached to it. 


It is our view that shareholders should not be allowed the benefits of 
integration on corporate earnings retained in the past. The portion of these 
accumulated earnings that was applicable to residents should be regarded as 
capitalized so that future distributions to residents from such surplus would 
be free of personal income tax. The procedure would be to treat a distribu- 
tion from this surplus as a partial realization of the shares, and therefore 
to reduce the cost basis of the shares by the amount of such a distribution. 
Because the share value would probably decline by a similar amount, this 
approach would prevent such a distribution from creating a deductible loss 


on the shares. 
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Problems Arising from Temporary Reduction in 
Tax Revenues from Corporate Source Income 

The initial impact of the proposed integration procedure would probably 
cause a number of shareholders who held shares at the time of the change to 
benefit from windfall increases in the price of their shares, despite the 
depressing influence on share prices of the proposal for the full taxation 
of share gains. More important, integration itself would result in an 
initial loss of tax revenues that would only be offset after a number of 
years by the other measures that we propose for taxing corporate source 
income and share gains. This latter temporary impact is significant. If 
overall government revenues were to be maintained in the transitional period 
(an Objective set by our terms of reference) and if a change in the taxation 
of corporate source income would result in a temporary revenue wrecuc tion 
(our other proposals for corporate source income would more than offset the 
deficiency once the transitional period had elapsed), it would be necessary 


to develop some additional, but temporary, source of revenue. 


The problem of the immediate windfall gains would be partially resolved 
if the full taxation of share gains was implemented before the market antici- 
pated the favourable effects of integration. Shareholders who experienced 
large share gains from the adoption of our integration proposal would at 
least be taxed on such gains at full personal rates. However, since it would 
probably not be possible to arrange the timing of the taxation of share gains 
in this fashion, there would likely be some untaxed windfall gains. A transi- 
tion tax on shareholders, which temporarily depressed share prices, might 
Serve to reduce these windfall gains. A transition tax on shareholders would 
also moderate the impact of our proposals on the stock market if such a transi- 
tional measure did not bear as heavily on those industries most severely 


affected by the removal of special concessions. 


The full taxation of share gains would reduce the buoyant effect of 
integration, but we do not expect that the offset would be complete. On 


balance, share prices should rise, although there would be substantial 
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differences between the changes in the share prices of different corporations. 
Generally speaking, shareholders of corporations witha the following character- 


istics would have the greatest share gains: 


l 


Corporations in a monopoly or quasi-monopoly situation that would not 
shift the tax reduction through lower selling prices or higher purchase 


prices; and 


ae Corporations that had been expected to make relatively large taxable 


distributions to their shareholders in the future. 


Unfortunately, there is no simple, consistent and objective measure or 
either characteristic that would make it possible to impose heavier taxes on 
the shareholders of such corporations in order to limit the windfall gains 
from integration or to reduce the after-tax benefit from such gains. There 
are so many determinants of share prices that are constantly changing that 
it would be impossible to determine with confidence the extent to woich 
particular share gains resulted from integration. We are recommending many 
other changes in the tax system that would add to or subtract from the effects 
on particular corporations of our proposals for integration and the full 


taxation of gains. 


As we have already indicated, integration would produce a revenue loss 
that presumably would have to be recouped elsewhere in the tax system. Over 
the long run the full taxation of share gains would provide much of the 
necessary increase in revenue. The removal of most of the special industry 
and business tax concessions would more than make up the balance. In the 
long run, as discussed in Chapter 55, the total tax revenues from corporate 
source income would be moderately greater under our proposals than under the 
present system. The simultaneous adoption of integration and the full taxa- 
tion of share gains would, nevertheless, result in a temporary revenue loss 
because integration would reduce revenue immediately while the full taxation 


of share gains would increase revenue only gradually. The realization of 
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share gains would be postponed by shareholders, but share losses, through 
revaluation, if not realization, would probably be taken into account in the 
year they arose. In addition, we have proposed that the removal of special 
industry tax concessions should be done gradually over a period.of years so 
that again the potential increase in tax revenue would not be realized 


immediately. 


The question, then, is whether this temporary deficiency in tax revenue 
should be ignored or be offset by a temporary increase in tax on all income 
or whether it should be offset by a temporary tax on corporate source income. 
The general economic conditions at the time would be critical in assessing 
the first alternative. The last alternative would have the advantage that 
it would bear on those who would obtain the direct benefit from integration, 
that is, the shareholders, but the economic impact would be uncertain and 
there would be administrative difficulties in imposing such a tax. The second 
alternative, on the other hand, does not appear to be unreasonable. A transi- 
tion tax on all income would not be an inequitable burden on the non-shareholder, 
for he would benefit not only from the general effects of integration already 
discussed but also from an eventual increase in the tax revenue from corporate 


source income. 


Whatever method is adopted for making up the temporary loss in revenue 
resulting from integration should, in our view have the following character- 
istics: 


1. It should provide overall equity among resident shareholders; 


Pie It should not have a retroactive impact or place an undue burden on 


corporations ; 


De It should not affect non-resident shareholders since they would not 


benefit from integration; and 


4, It should not be unduly cumbersome or complex. 


The only alternative to a special transition tax which we considered and 
which would have these characteristics was a procedure that amounted to a 
gradual introduction of our integration proposal. Under this alternative, 
our other recommendations (e.g., the changes in the tax base, including the 
full taxation of property gains ) would be implemented at once to achieve im- 
mediately the consequent improvements in equity and ease of administration. 
Corporate distributions would be grossed-up to the full amount of the tax at 
the corporate level, but the shareholders would not be allowed to immediately 
Claim the full corporation tax credit. Instead the credit would be increased 
gradually over, say, three years from 35 per cent to 40 per cent to 45 per 
cent and then to 50 per cent in the fourth year. This time period could 

not be too long. An extended transitional period would create unfavourable 
distortions with share gains taxed in full and distributions still subject 

to some double tax. It would also encourage manipulations in profits and 


distributions to defer the latter until the full gross-up was available. 


Although this alternative does not involve a loss of any of the major 
administrative advantages of our overall proposals, it does pose some adminis- 
trative difficulties. Not only would the changes in the gross-up rate be con- 


"solution" to the transitional 


fusing to some shareholders, but under this 
problem it would either be necessary to stipulate and enforce a minimum level. 

of distributions, in order to prevent corporations from merely delaying distri= 
butions until the full credit was available, or special adjustments would be 
required in the corporate records to account for the changes in the gross-up 
rate. In any case it would be necessary to ensure that corporate profits were 
computed exactly each year because of the extra value placed on a one- or two- 
year deferment of "income". Thus, the determination of receivables, liabilities, 
and other items would be particularly significant, and there would be adminis- 
trative difficulties in applying the provisions to inter-company dividends. 
Special alleviating provisions would be needed for small businesses because 

they would have lost the low rate of corporation tax without the offsetting 


compensation of full integration. Finally, this alternative would have a 


similar impact on all companies, whether old and established or new and growing. 
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It would delay the impact of full integration on new and rapidly expanding 
companies, a delay that we seek to avoid with the alternative proposed. The 
solution of a special transition tax, although not without its own diffi- 


culties is, we believe, preferable. 


One type of special tax that could be used to raise the necessary revenues 
while also carrying out to some extent the existing intention to levy a second 
tax on all corporate profits, would be a once-and-for-all flat-rate tax on all 
existing surplus. The payment would be amortized annually over a long period 
of time to ease the impact. Because the retained earnings of Canadian corpo- 
rations at the end of 196! amounted to over $20 billion, a tax thereon of, say, 
> per cent spread over 5 years would produce at least $200 million in revenue 


a year. 


While in some respects this might appear to be the logical way to carry 
out the basic purpose of the present system, we find it unacceptable. Although 
the levying of an additional tax of over $1 billion on Canadian corporations as 
a group over the next five years would have a relatively minor impact on many 
corporations, it would no doubt have serious effects in some instances. In 
addition, many corporations have had no intention of ever distributing this 
surplus, so that such a tax would be a completely unexpected burden. This tax 
would also bear on non-residents and, although the 15 per cent Withholding tax 
could be waived on distributions from this tax-paid surplus, it would neverthe- 
less have an unfavourable impact on many non-resident shareholders, an impact 


which we do not consider would be fair. 


Having considered various alternative procedures, we have concluded that 
if there was to be a special transitional provision to make up the temporary 
deficiency in tax revenues caused by our recommendations for corporate source 
income, it should be a general measure applicable to all income of resident 
individuals. In Chapter 55 we discuss several alternatives for raising revenues 
in the transitional period. If it was thought that the required revenues should 
be raised by a measure specifically applicable to corporate source income, the 


transition tax described in Appendix J to this Volume would be recommended. 
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CONCLUSIONS AND RECOMMENDATIONS 


Taxes can be collected from organizations such as corporations but the 
burden is ultimately on people—customers, employees, suppliers or share- 
holders—whose power to consume is reduced by the tax on the organization. 
Corporations have the rights and obligations of persons under the law; 
management often makes corporate decisions without consulting the share- 
holders. These are valid but irrelevant propositions in considering who 


bears the corporation tax. 


Equity and neutrality could best be achieved under a tax system where 

there were no taxes on organizations, and all individuals a4 families 
selling and holding interests in organizations were taxed on the realized 
and accrued net gains derived from these sales and holdings. The net 

gains from selling and holding interests in organizations would be treated 
in the same way as other kinds of net gains, and the net gains from selling 
and holding interests in all kinds of organizations would be taxed identi- 


cally. 


Unfortunately this ideal system cannot be recommended for two reasons: 


a) At the present time, valuation proolems preclude the annual taxation 
of accrued net gains. In the absence of accrual taxation, and if 
there was no tax on the income of corporations, some individuals 
could postpone their personal income taxes on the income they wished 


to save. 


b) If the Canadian corporate source income of non-residents was taxed 
at lower rates than are now in effect, it would reduce the net 
benefit Canada derives from foreign direct investment in Canada. 
Because of existing tax treaties and the retaliation that would 
follow if these treaties were ignored, it would not be feasible to 
tax this income at the present level except by a abepaeetaon in- 
come tax like the tax now imposed at a rate of approximately 50 per 


cent. 


He Retaining the corporation income tax at a rate of approximately 50 
per cent, but providing full integration of this tax with the personal 
income tax of residents, would solve the deferment problem, would 
maintain the net benefit from foreign direct investment in Canada and — 


would achieve the greatest possible equity and neutrality. 
THE PROPOSED INTEGRATION SYSTEM 


a The basic features of the full integration system we recommend are as 


follows: 


a) The income of corporations should be subject to tax at a flat 


rate of 50 per cent. 


b) The income of individuals and families should be subject to 


progressive rates of tax with a top marginal rate of 50 per cent. 


ec) The corporation should be allowed to allocate after-tax corporate 


income to shareholders without having to pay cash dividends. 


d) The tax base of the resident shareholder should include the 
corporate income paid or allocated to him, grossed-up for the 


corporation tax paid. 


e) The resident shareholder should receive credit against his 
personal tax liability for the full amount of the corporation 
tax on after-tax corporate income paid or allocated to him, 
with a refund of the corporation tax if the credit exceeded 


the liability. 


f) Realized gains and losses on corporate shares should be included 


in income and taxed at full progressive rates. 


g) The cost basis of shares should be increased when the corporation 


allocated retained corporate earnings to shareholders and thereby 
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created "allocated surplus", so that share gains resulting from the 
retention of earnings that had been taxed to the shareholder would not 


be taxed again to the shareholder when realized. 


h) When dividends were paid out of allocated surplus they should not 
be included in the shareholder's income but should be deducted 
from his cost basis for the shares, because such dividends would 
represent a realization of funds already included in income and 


previously added to the cost basis of the shares. 


i) A corporation with a small number of shareholders which met 
specified conditions should be entitled to elect to be taxed as a 
partnership in order to avoid the payment by the corporation of 
tax at 50 per cent and the claiming by the shareholders of refunds 
equal to the difference between that tax and tax calculated at 


their personal rates. 


ADVANTAGES OF INTEGRATION 


ON’ 


The integration system has the following advantages relative to the 


present systems 


a) The system would neither encourage nor discourage the retention 


of earnings by corporations. 


b) Corporate cash retentions could be increased without worsening 


the cash position of most shareholders. 


c) To the extent that the tax reduction was not passed on in the 
form of lower selling prices or higher purchasing prices, after- 
tax corporate income from Canadian equities would be increased 
for most resident shareholders with the result that share prices 


would rise, the cost of equity capital would fall, and the rate 


f) 


h) 
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of capital formation by corporations would be increased until a 
new equilibrium was reached, that is, until rates of return 


declined toward their original levels. 


Non-residents holding shares in Canadian corporations would be 
encouraged to sell them to Canadians, and Canadian corporations 
wholly owned by non-residents would be encouraged to raise capital 


by issuing equities in Canada. 


Tax avoidance through surplus-stripping should no longer be a 


problem. 


Tax avoidance through the creation of associated corporations to 
take advantage of the dual rate would be removed. This should not 
result in a worsening of the position of new and small businesses 


because we recommend a more effective incentive in Chapter 22. 


The tax treatment of corporations, trusts, and mutual organizations 


including co-operatives would be put on a similar basis. 


The allocation of resources would be improved with a resulting 


increase in the output of the goods and services that Canadians 


want. 


All corporate source income would be taxed at progressive rates 


ofr tax. 


DOUBLE TAXATION 


7. 


The present tax system imposes double taxation on most corporate 


source income in the literal sense that income is taxed to the 


corporation and is often taxed again in the shareholder's hands when 


distributed, although the dividend credit of 20 per cent approximately 


offsets the corporation tax on small income corporations. 


This does not mean that the present corporation income tax is wholly 
borne by current shareholders; indeed, the presumption is’ that 1b 16 
not. Changes in the corporation income tax are, to some indeterminate 
extent, shifted almost immediately to suppliers and consumers through 
changes in the buying and selling prices of the goods and services 
bought and sold by corporations. To the extent that these price 
changes are made, the after-tax income of corporations remains un- 
changed. Where these price changes are not made, changes in the 
corporation income tax cause changes in expected after-tax rates of 


return that are capitalized in share prices. 


When a tax increase is shifted, consumers and suppliers bear the burden 

of the tax through higher prices or lower costs; when the tax increase 

is not shifted, those who hold shares at the time of the tax change 

suffer capital losses. The converse holds when corporation income 

taxes are reduced. Increases in the corporation income tax have the 

effect of being partly a crude sales tax and partly a crude tax on one kind 
of wealth at one point in time. The greater the shifting, the greater 

the extent to which the corporation income tax is a crude sales tax, 

and vice versa. These effects are not confined to the corporation 

tax, since an increase or reduction in taxes on other organizations 


and individuals may also be shifted to an undetermined extent. 


Changes in the corporation income tax cause changes in the allocation 
of resources. When the tax is shifted, relative prices are changed and 
this results in changes in the kind of goods and services bought by 
consumers and hence produced by labour, capital, and natural resources. 
When changes in the corporation tax are not shifted, expected after-tax 
rates of return are changed, and this results in changes in the 
relative rates of fixed capital formation among industries and among 
corporations within industries. Although there may be exceptions, 


the presumption is that, on balance, the imposition of a general 


xO"; 
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corporation income tax has an adverse effect on the allocation of 
resources. Fewer goods and services of the kinds that Canadians 
want are produced. This is the real burden of the tax today. The 
increase in future output is a major benefit that would result from 


its removal. 


The results of the removal of the double tax on corporate source 


income through integration can be summarized as follows: 


a) To some extent, the tax change would be shifted in the form of 


lower selling prices or higher purchase prices. 


b) To the extent that the tax reduction was not shifted, shareholders 
at the time would make capital gains, since the anticipated after- 
tax earnings would be increased. The amount of these gains would 


be reduced by the proposed taxation of capital gains. 


c) The size of the capital gains would depend on expectations about 
the speed with which the higher after-tax rate of return would 


be brought down through increased investment by competitors. 


d) Where productive facilities were readily reproducible and where 
the degree of competition was great, the adjustment in the rate 
of investment would be more rapid, the after-tax rate of return 
would be reduced more quickly, and the initial capital gain from 


the removal of the double tax would be smaller. 


While the primary purpose of eliminating the double tax on corporate 
source income is to secure a re-allocation of resources and an 


increase in output in the economy, it is important that this be done 


under a system which would secure neutrality and consistency of treatment 


for income derived through all kinds of organizations and from all 


forms of transaction. Apart from the other benefits this would produce, 


it should eliminate the problem of surplus-stripping and should 


substantially reduce opportunities for other forms of tax avoidance. 


INTEGRATION AND CAPITAL GAINS 


Des Introduction of full taxation of property gains would partially offset 
the favourable effects of integration so that the share gains from the 
adoption of integration would be substantially reduced relative to 
what they would be if integration alone was adopted. Some of our 
other proposed reforms, such as the removal of the special incentives 
for the resource industries, would also have a negative influence on 
share gains. To reduce the unwarranted windfall gain to current 
shareholders that would result from the adoption of our integration 
proposal, it would be imperative also to adopt full taxation of share 


gains. 
COMMITTEE-OF-FOUR PROPOSAL 


oe Under this proposal, all distributions would be subject to tax at a 
flat rate of 15 per cent; no further tax would be imposed on share- 
holders, but refunds would be allowed to low income shareholders. 

This proposal was carefully considered and rejected. Our fundamental 
objection is that it fails to apply the same progressive rates of tax 
to corporate source income as to other kinds of income. It would 
presumably be adopted in conjunction with concessionary rates of tax 
on share gains and with the maintenance of the dual rate of corporation 
tax. A system embodying this proposal would lack neutrality and would 
be about as inequitable as the present system. Most of the present 
problems would be perpetuated. If the proposal was combined with the 
taxation of share gains at concessionary rates, it would add some new 


complexities end avenues for avoidance. 


OTHER ALTERNATIVES 


14. A number of other alternative systems of taxing corporate source income 
were considered and rejected on the grounds discussed in the text, in 


Appendix F to this Volume and in supporting studies. We also considered 
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the methods of taxation of such income that are used in some other 
countries, and these are also discussed in the text and in Appendix G 


to this Volume, 
TECHNICAL ASPECTS OF THE PROPOSAL 


siden The corporation should be required to pay any additional taxes necessary 
to bring the total taxes paid or deemed to be paid on all distributions 
to 50 per cent, so that shareholders would always claim credit at that 
rate, and the complexities of the system would all be at the corporate 


level where they could be dealt with more readily. 


choy A shareholder should acquire the right to a gross-up and credit for 
corporation income tax if a distribution or allocation was made by 


a corporation in any of the following ways: 

a) cash dividend; 

b) stock dividend; 

c) capitalization of surplus without stock dividend; or 
d) allocation of earned surplus without capitalization. 


Corporate income allocated by any one of the last three methods 
would be added to the cost basis of the shares, An allocation 
under the fourth method would be made by the company for tax 


purposes only, 


Ls Foreign source direct investment income when earned (business income), 
or received (dividends), should be subject to an arbitrary rate of 
gross-up of 30 per cent for the foreign tax credit to be allowed. If 
this income was not subject to foreign income tax of at least 30 per 
cent at the time it was earned in the foreign jurisdiction, then a 
special Canadian tax equal to the deficiency should be paid at that 


time. Canadian corporations with foreign source direct investment 


1a; 
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income should withhold an additional tax of 20 per cent on amounts 
distributed or allocated to Canadian resident shareholders in order 


to bring the total taxes paid on such distributions up to 50 per cent, 


Losses realized by the corporation should not be allocated to share- 
holders, out should be carried back and forward in the manner des- 
cribed in Chapter 22. However, losses could be carried back and 
applied in the two preceding years only to the extent of the taxed 
income not previously distributed or allocated to shareholders. Losses 
at the corporate level that were reflected in reduced share prices 
could be deducted by the shareholders from other income, whether or 

not realized, through revaluation of their shares as proposed in 


Crear enw 53 


Intercorporate dividends or allocations should be treated in the same 
way as dividends or allocations received by an individual with the full 
gross-up and credit. Corporations which incurred losses on their 
operations and which received dividends should be entitled to refunds 


as a result of the credit on the dividends received. 


The personal corporation and investment corporation provisions of the 
present Act would be unnecessary. The provisions in the Act to counter 


avoidance of tax on corporate surplus could also be removed. 


Life insurance companies and the trustees of Registered Retirement | 
Income Plans should be entitled to the gross-up and credit with respect 
to dividends received, and would be entitled to a refund of the corpo- 


ration tax paid where applicable. 


Dividends on preferred shares should be treated on the same basis as 


common stock dividends. 


Distributions or allocations under any of the above procedures should 


be treated as having been paid first out of income on which the corpo- 


ration had paid tax or was deemed to have paid tax. Any distribution 
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in excess of the income which had been subject to corporation tax would 
be treated as a return of capital and would be applied to reduce the 


cost basis of the shares, 


In future treaty negotiations, an attempt should be made to.secure for 
stock dividends the same treatment as is now accorded ordinary dividends. 
In the meantime, the "allocation of surplus without capitalization of 
surplus" procedure would make it possible for foreign-controlled Canadian 
corporations to bestow the advantages of integration upon their Canadian 
shareholders without adverse tax consequences to themselves. In addition, 
some types of capitalization might be treated as not being subject to 


withholding tax, 


The gross-up and credit to the shareholder should be made at the rate of 
tax applicable to corporate income in the year of distribution or allo- 


cation. 


PARTNERSHIP OPTION 


26 


SOME 


el. 


A corporation with a relatively small income and with a small number of 
shareholders should be entitled to be taxed as a partnership if it com- 
plied with certain conditions. This would avoid the necessity for pay- 
ment of the corporation tax and the claiming of refunds. Each share- 
holder would include in his tax base his portion of the corporation's 
income. If the corporation had a loss, each shareholder could claim his 
portion of the loss as a deduction from other income, but the corporation 


could not then carry the loss back or forward. 


PROBLEMS IN THE PROPOSAL 


To reduce tax avoidance, it would be imperative that top marginal per- 
sonal income tax rates should not substantially exceed the corporate 
rate for protracted periods of time. This would create some rigidity 


in the system, but it would not be serious. Because of the tax credit 
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and refund procedure, the level of the corporate rate would not have as 
much significance under our proposal as it now has, and it would be 
possible to achieve the same or greater control over corporate invest- 


ment without changes in the corporation tax rates. 


The implications of our integration proposal for federal-provincial 


fiscal relations are discussed in Chapter 53. 


Strict control should be imposed over the issuance of T5 slips by 


corporations. 


Provisions should be introduced to preclude the postponement of allo- 
cations of profits which should be attributed to non-resident share- 
holders. This would be necessary to prevent the sale of shares by 
non-residents to residents who would obtain distributions or allocations 
of the tax-paid earnings, obtain the credit on such distributions or 


allocations and sell the shares at a loss that would offset the income. 


To prevent the avoidance by non-residents of the full rate of corpo- 

ration income tax, interest payments by a ence corporation to non- 
resident investors with whom it was not dealing at arm's length should 
be deemed to be dividends. They would therefore be non-deductible and 


should be subject to witholding tax at the rate applicable to dividends. 


TRANSITIONAL PROVISIONS 


32. 


It would be preferable to introduce all of the proposed changes, in- 
cluding full integration and the full taxation of capital gains, at 


one time rather than in stages over a period of years. 


The surplus existing at the date on which the provisions became effective 
should be regarded as capitalized. Any distribution out of this surplus 
to a resident shareholder should be treated as a partial realization of 


the shares and should be applied in reducing the cost oasis of the 
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shares. Distributions out of this surplus to non-residents should be 
subject to withholding tax in the same way as distributions to then 


out of any other surplus. 


The revenue from the full taxation of share gains and from the elimina- 
ion of most of the special corporation tax concessions would grow very 
slowly, while the revenve loss from integration would be immediate. If 
the economic conditions at the time the legislation was to be amended 
made it necessary to maintain the level of government revenues, two 
acceptable alternatives would be available to accomplish such an ob- 
Jective..» The general lével. of tax on all income of resident individuals 
could be increased temporarily, or a special tax applicable only to 
corporate source income could be imposed for a transitional period. We 
favour the first approach, but in the event that the second alternative 
was chosen, we have outlined in Appendix J to this Volume the form that 


such a tax could take. 
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Grossed-up Distributed or 


corporate = allocated x 100 
income corporate income 100 minus the corporation income tax rate 


The lower federal rate of corporation income tax of 18 per cent plus 
% per cent old age security tax is discussed in detail in Chapter ees 
We only note here that the determination of eligibility fom and the 
prevention of abuse of, the provision has been the source of endless 


difficulty in the fifteen years since the dual rate was introduced. 


In this chapter we use the terms "retention", "retained earnings", 
"surplus", "accumulated surplus", and "undistributed income" 


interchangeably. 


At the request of the Department of Finance, our staff prepared a study 
on surplus-stripping in the fall of 1963. The purpose of the study 

was to analyze this problem and to suggest solutions within the context 
of the existing tax system, that is, in the absence of a tax on capital 
gains. Although the study represented preliminary views of the staff 
that were subsequently modified substantially, and although it has 

only limited relevance in terms of the system we recommend, it is being 
published as a separate study without revision because we believe it 
provides a useful analysis of some basic weaknesses in the present tax 
system. In addition, Appendix D to this Volume contains a further 
discussion of this problem and the various legislative measures that 


have been implemented in an effort to eliminate surplus-stripping. 
Section 25(2). 


Section l1O5B. 
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Section 105C. 
Section 68. 


An earlier Royal Commission considered this question. In suggesting a 
possible method of integrating the personal and corporation taxes the 
Rowell-Sirois Report of 1940 observed: 

"Investment income in the form of dividends is taxed 

twice while all other income (including investment 

income in the form of bond interest) is taxed once 


only.” 


Report of the Royal Commission on Dominion-Provincial Relations, 


Boor I], Chapter Vili, p>. Lc. 


The change in the allocation of resources caused by the corporation tax 
may, as we have said, compensate for distortions resulting from ex- 
ternal effects and market imperfections that would have existed in the 
absence of the tax. In these circumstances, the corporation income tax 
improves the allocation of resources. There is no presumption, however, 
that these nice compensations occur frequently; indeed, the presumption 
is that they much more frequently do not. In any event, the compensating 
adjustments should be made explicitly in most situations where they are 
required and should not be applied to all corporations. Corporations 
have nothing in common except the form of organization. General pro- 
visions in the tax system are a very inefficient way of solving specific 


resource allocation problems. 


This recovery in the prices of shares is analogous to the increase in 
the price of a discounted bond as the maturity date of the bond 
approaches. The original decline in price reflects the expectation of 
a less than market rate of return for a certain number of years, with 
the annual gain (or recovery) in price being in effect part of the 
yield—so that the gain in price plus the income from the asset equals 
the market rate of return. However, in the case of shares, both the 


length of the adjustment period and the magnitude of the adjustment 
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are uncertain so that this process of recovery would not be as smooth 


or predictable as is often the case for bonds. 


Even if it is assumed tnat Speer eee rates of saving and risk preferences 
remain unchanged, other things are unlikely to be completely equal, 
pecause the riskiness of different industries may be changed as a result 
of the liquidity effects of a change in the unshifted portion of a 
corporation income tax. Moreover, all this is quite apart from other 
things which may change but which have nothing to do with the corpo- 


ration income tax. 


Report to the Minister of Finance by the Special Committee on Corporate 
Taxation, March 21, 1961, published as "Special Report No. 6", Canadian 


Tax Reporter, Toronto: CCH Canadian Limited, 1963. 


For example, it is discussed briefly in the study on "Stripping of 
Corporate Surplus" published by the Commission. See also Appendix N 


to this Volume. 


The Committee stated that it adhered to the basic principvle that the 
shareholder's tax should be fixed at a flat rate of 15 per cent. It 
stated, however, that if it was considered desirable as a matter of 
policy to modify the flat rate to introduce a limited degree of 
progressiveness, then shareholders with incomes above $10,000 could be 
taxed on their dividend income under a special schedule of maximum 
rates. These rates ranged from 15 per cent to 40 per cent. The 
Committee also said that "Even the above rates will invite, in some 
degree, resort to devices to avoid these taxes". "Special Report 

No, 8" Op. cit. pp. 18-19. Because of the Committee's reluctance to 
apply progressive rates to the dividend income of shareholders with 
incomes of $10,000 or more, and because it was acknowledged that this 
approach would be subject to the abuses they sought to correct, we 


assume that the application of progressive rates was not part of their 
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major recommendation and do not discuss it further. A comparison of 

the taxes that would be paid on corporate source income under the 
Committee-of-Four proposal and under the system we recommend is presented 
in Appendix N to this Volume. This comparison is on the same basis as 
the comparison of our proposal with the present system given in 


Appendix M to this Volume discussed earlier. 


L. Fisher and J.H. Lorie, "Rates of Return on Investments in Common 
Stocks", Journal of Business, Vol. XXXVII, 1964. This subject is 


discussed further in Chapter 27. 


A "goodwill" capital gain is an increase in the value of the shares 
that is not a reflection of an increase in the tangible assets 

of the corporation, but rather reflects an intangible asset, that is, 
the premium the prospective shareholder is willing to pay for the 


anticipated earnings of the corporation. 


The United Kingdom Finance Act, 1965, which provides for a new corpo- 
ration tax, nullifies any possibility of tax reduction by non-resident 
parent corporations through the use of intercorporate loans rather 

than equity capital to finance the operations of their British 
subsidiaries. It does so in two ways: first, by imposing a withholding 
tax on interest payments and, second, by prohibiting the deduction of 


interest by the subsidiaries in the computation of profit. 


The interest payment, if it is a "distribution", is not deductible by 
the British company in computing its profit for corporation tax purposes 
(Finance Act, 1965, ss. 52(2) and 53(5)), and it is also subject to 
withholding tax at the standard rate of 41.25 per cent, unless modified 
by international tax agreement. In effect, therefore, such interest 
payments could bear an aggregate British tax of 64.75 per cent (corpo- 
ration tax of 40 per cent and withholding tax of 41.25 per cent on 
distribution). This is the same as the rate applicable to dividends, 


unless altered by tax treaty. 


The term "distribution" has oceen given an extremely wide meaning under 
Schedule 11 (section 7(5)) and includes any interest in relation to 
securities issued by a company to a company not resident in the United 
Kingdom, where the former is a suosidiary of the’ latter or, both sare 
subsidiaries of a third company (Scnedule 11, 1(1)(da)(iv)). In this 
context, a "subsidiary" of another company means a body corporate of 
which not less than three quarters of its ordinary share capital is 
owned directly or indirectly by that other company (Finance Act, 19065, 


Schedule 11, 1(i)(a)(iv); Finance Act, 195%, Chapter 46, section 42(1)). 


CHAPTER 20 
MUTUAL ORGANIZATIONS AND TAX-EXEMPT ENTITIES 


THE NATURE OF THE PROBLEM 


We define the term ' 


‘mutual organizations" broadly. While the term 
commonly is associated with co-operatives, credit unions, caisses populaires, 
and mutual insurance companies, we believe it is also applicable to such 
organizations as boards of trade, labour organizations, fraternal orders and 
private clubs, and to some aspects of charitable organizations. We also 


include incorporated and unincorporated bodies in this term, and our recom- 


mendations throughout this chapter are applicable to both types of bodies. 


In the typical business operation four groups are involved: suppliers 
of goods and services that are used in the production of other goods and 
services sold by the business, suppliers of funds on a contractual basis, 
suppliers of funds on a residual-claimant basis and the buyers of the goods 
end services produced by the business. Each party pursues its own self- 
interest: the residual claimant, or the management that represents the 
residual claimant, strives to reduce costs and increase revenues; the sup- 
pliers of goods and services and contractual funds strive to increase the 
prices they charge the business; the customers try to obtain goods and 
services at the lowest possible prices. While it is by no means simple to 
determine the income of each party for tax purposes, as the discussion of 
business income in Chapter 22 demonstrates, usually one can at least begin 
with records of transactions based on prices that have been determined at 
arm's length. However, the primary characteristic of mutual organizations 
ror tax purposes is that each member is usually a residual claimant against 
the organization and is also a supplier to the organization or a customer 
of the organization, or perhaps all three simultaneously. Accordingly, 
measurable economic gain does not emerge naturally and may not appear at 
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Although in vractice the functions may be combined, it is useful for 


analytical purposes to distinguish three types of mutual organizations: 
- Those that market the stock-in-trade of their members. 


ey Those that supvply the members with goods and services that are used 


in the business operations cf the members. 


3. Those that supply their members (and sometimes non-members) with 


consumption goods and services. 


Mutual organizations that perform functions 1 and 2 we shall desig- 
nate as producer co-operatives; mutual organizations that perfcrm function 
3 we shall call consumer co-operatives, Many mutual organizations that 
are not usually considered to be consumer co-operatives, such as private 
clubs, have many of the same characteristics as consumer co-operatives. Thus, 
what we say about consumer co-operatives often applies to them too, as we 
shall show later. 
Producer Co-operatives Performing 
a Marketing Function 

Most producers of goods and services enter into a contractual relation- 
ship with those who buy their output. They receive cash or a contractual 
right in exchange for their goods and services. Members of marketing co- 
operatives, however, transfer goods and services to the co-operative in 
exchange for cash and a residual claim against the income of the organization. 
The form of the consideration, whether cash, contractual claim, or residual 
claim, is of no significance from the point of view of the comprehensive tax 


base, which should include all such elements. 


If a co-operative's profits were distributed annually to satisfy the 
residual claims of its members, or if the change in each member's interest 
in the enterprise was valued each year, there would be little occasion to 
impose tax on the organization. But such is not the case, so it becomes 


necessary to tax the undistributed profits in the hands of the co-operative, 
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which otherwise could be accumulated in such a way as to defer the receipt 
of income by individuals. 


Producer Co-operatives Performins 
a Supply Function 


Two situations can be distinguished for co-operatives of this type’ 


Ds Those in which members pay regular market prices for the production 
goods they buy and receive a residual claim against the income of the 


organization. 


fe Those in which members buy production goods from the orranization at 


jess than market prices. 


Because the costs incurred in buying production goods are deductible in 
computing the net gain of a member, no tax problem is created when the 
member buys his producer goods below regular market prices. His net 
gain will be larger and it will be taxed in his hands. When the member buys 
producer goods at market prices and acquires a residual claim against the 
income of the organization, his net gain from production would be understated 
if the value of the residual claim were ignored. As in the case of co- 
operatives that perform a marketing function, patronage dividends should 
therefore be added to the income of the members, and the income of the co- 
operative not distributed to members should be taxed at full rates to the 


organization. 
Consumer Co-operatives 


Consumer co-operatives have different tax implications from producer 
co-operatives because their products are mostly consumer goods, expenditures 
on which are not deductible from income for tax purposes for reason dis- 
cussed in Chapter 8. If the members of consumer co-operatives can get more 
consumption goods for the same cash outlay, or the same consumption goods for 
a smaller cash outlay, relative to persons who are not members of the co- 
operatives, members would have greater economic power than non-members. In 
principle, this gain should be brought into the tax base of the members. 


However, the present tax system does not bring into income either patronage 
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dividends "in respect of consumer goods or services", or any benefits re- 
ceived through the acquisition of goods or services at less than their 


regular market price. 
Other Forms of Mutual Organization 


Most of the other forms of organization mentioned, such as caisses 
populaires and credit unions, private clubs, and labour and business non- 
profit organizations, are in effect mutual organizations that fall into 
classifications similar to those discussed for co-operatives. While private 
clubs and credit unions are similar to consumer co-operatives, labour or 
business organizations promote the interests of their members in much the 
same way as producer co-operatives. Thus, while private clubs and credit 
unions, to the extent that they reduce the cost of a service, provide a 
form of tax-exempt benefit to their members, labour and business organiza- 
tions are primarily concerned with increasing the employment or business 


income of members, a form of income that is at present taxable. 
Assessment of the Present Tax Treatment 


In arriving at their taxable incomes, co-operatives are able to deduct 
all or most of their patronage dividends, which are taxable to the recipient 
(except in the case of consumer co-operatives). Only their unallocated 
income is subject to corporation income tax. This is in accordance with the 
principles we have enunciated. Nevertheless, co-operatives have had a 
distinct advantage over corporations, because the equivalent treatment of 
a corporation would be the allowance of the deduction of interest and 


dividends in the determination of income. 


Adoption of our integration proposal would go a long way toward removing 
this disparity by bringing the treatment of corporations closer to the treat- 
ment that has heretofore been accorded co-operatives. By allowing a full 
credit for corporation income tax paid, the tax burden on shareholders would 
be the same as that accorded to members of co-operatives. This is eminently 


desirable. However, the payment of tax on corporate income before the deduction 
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of dividends reduces the cash available for retention by the corporation, 
and accordingly it would be necessary to establish rules requiring that a 
minimum proportion of the distributions of co-operatives be in cash, if 


co-operatives were not to have a cash flow advantage over corporations. 


The non-profit organization performing functions similar to the co- 
operative has been in a better position to the extent that accumulated net 
income is not taxed at all. For many non-profit organizations the excess 


of income over expenditures would not be material. 


Conceivably, a mutual organization could "price out", that is, elimi- 
nate any net earnings, by selling consumer goods and services at out-of- 
pocket cost on precisely the same terms to members and non-members alike. 
This would be most unlikely, however, if the operation of the organization 
required a significant investment by the members. If the organization were 
able to offer below-market prices to all and sundry, the business would 
presumably grow rapidly, and the organization would need more capital. The 
members would be unlikely to contribute more capital if the benefits of 
membership were also available to non-members. Accordingly, it would usually 
be necessary to retain earnings so that they could be ploughed back into the 
business. Indeed, if it were possible to ensure that mutual organizations 
always offered to members and non-members precisely the same goods and 
services at precisely the same terms, and informed members and non-members 
alike as to what was available, there would be little tax problem; for these 
organizations would be modest in size and the prices established would pro- 


bably be close to market prices. 


What is of concern is the situation where members invest in a mutual 
organization and secure a return on their investment by way of below-market 
prices for the consumer goods or services that they consume, or through a 
rebate on their consumption expenditures by means of a patronage dividend 
or similar distribution. Such gains may be attributable only to the main 
activity of the organization, that is, the activity for which the organiza- 
tion was formed, if all the capital is employed in that activity; or they 
may flow from an unrelated business or investment. An example of the latter 


is the use of dividend or interest income received by the organization to 
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reduce the selling prices of regular consumption goods and services (either 
directly or through patronage dividends). If all these gains are not in- 
cluded in income, an unfair tax advantage is conferred on the members of 
mutual organizations relative to other individuals who are taxed on the 


returns on their investments. 


In summary then, the producer mutual organizations pose few problems 
in the reporting of the proper amount of income, but do involve some diffi- 
culties as to when income is reported. However, the need to prevent deferment 
of income taxes is not unique to this area. On the other hand, the consumer 
mutual organizations at present produce tax-free income for their members . 
Thus, the overall proposal for a comprehensive tax base, and our recommenda- 
tions for the stricter taxation of employee and shareholder benefits, logically 


extend to encompass a more realistic approach to mutual organizations. 


Section 75 of the present Income Tax Act partially limits these benefits 
available to members of a co-operative organization by restricting the deduc- 


tion of patronage dividends so that: 


Ls The co-operative will have at least a 3 ver cent return on the capital 


employed. 


2t The: dividends will not exceed that part of the income attributable to 


sales to members. 


However, not only is the required minimum return much too low to eliminate 

the tax advantage, but these organizations are able to reduce the significance 
of the limitation on the deductibility of patronage dividends by conferring 
benefits on members, not by paying patronage dividends, but rather by making 
goods available to them at cost. In addition, it is possible to "price out", 
or eliminate, other forms of income received, such as interest, dividends 

and rent, by using such income to reduce prices to members. Another deficiency 
of the present system is that patronage dividends "in respect of consumer 

goods and services” are not included in the income of members. Furthermore, 


there is a wide variety of other mutual organizations which, in effect, perform 
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the same function as consumer co-operatives but are not brought under the 
statutory limitations we have just mentioned. We have in mind private 

clubs and non-profit organizations with substantial incomes from non-members 
that can use this income to subsidize the personal consumption of their 


members. 


One "solution" to this problem would be to have the tax authorities 
revalue all transactions of mutual organizations and assess tax on the basis 
of what the gains would have been at fair market value. This would be hope- 
lessly difficult. Another approach would be to require all mutual organiza- 
tions to bring into their income at least an imputed return on all their 
assets. This income imputed to the organization would then be subject to 
the 50 per cent rate in its hands, unless allocated to the members, who 
would have to bring it into their taxable incomes. This has the great ad- 
vantage of simplicity and enforceability. It might appear to be somewhat 
incongruous to impute income to a man with respect to his club but not with 
respect to the use of his own home or for some other personal arrangement. 
However, while an individual would ordinarily be confined to specific and 
isolated arrangements, a mutual organization provides a focal point through 
which many individuals can engage in a merging of income earning and personal 
expenditure activities, without having to make a number of separate arrange- 
ments. Moreover, when an organization is involved it may be possible to 
arrange that measurable income does not arise from transactions that would 
give rise to income if entered into directly by individuals. This would be 
the case, for example, if investment income of the organization was used to 


reduce prices of goods to members. 
Proposed Solution 


We suggest that, as a general rule and subject to our specific recom- 
mendations, the following features should be part of the taxation of income 


from mutual organizations (as defined): 


1. All patronage dividends and similar distributions should be taxable 


to the individual; they should be subject to a 15 per cent withholding 


tax as discussed below. 
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2. Patronage dividends and similar distributions should be deductible by 
the organization to the extent that at least one half of the distribu- 
tion was paid in cash. That is, in order that a patronage dividend 


of $100 would be deductible, $50 would have to be paid in cash. 


%. Dealings with non-members should be deemed to be a separate business 


from dealings with members. 


4, Losses originating from the provision of consumer goods and services 
to members of the organization should not be deductible from other 
income of the organization but should be eligible for carry-over 


against income from the same activity. 


De The unallocated income of mutual organizations should be taxed at the 


rate applicable to corporations. 


The legislation should define the types of organizations that would be 
eligible for the above treatment. Because preferential tax treatment would 
be involved (at least in the case of consumers! organizations), the pro- 
cedures for determining eligibility should be restrictive, and such eligi- 
bility should be subject to periodic review. The requirement for such review 
would involve better annual reporting and close scrutiny by the tax authorities. 
Just as we would allow a closely held company to elect to be taxed as a 
partnership, so we believe that a mutual organization should be given the 
option of being taxed either as a mutual organization or a corporation. 

This option would ensure that no mutual organization would be at a tax dis- 
advantage relative to a corporation with which it competes. Such an election 
would mean application of the usual rules relating to benefits conferred on 
shareholders and members. These rules would not otherwise apply to benefits 
conferred by a mutual organization in the course of carrying on its principal 


activity. 


The above approach continues to involve a concession to the members of con- 
sumers' mutual organizations, in that their tax bases would not include an amount 
for an imputed return on their assets used in conducting the principal acti- 


vities of the organization (a concession that is similarly available to any 
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individual in respect of assets employed for personal consumption). However, 
it would prevent the deduction from other income of any losses realized on 
the disposition to members of consumer goods and services (a limitation that 
is similarly applicable to individuals with other losses and expenditures 

of a personal consumption nature). We have recommended this approach on the 
assumption that it would reduce the major tax advantages that would other- 
wise be available through use of a mutual organization. In addition, we have 
assumed that our recommendations would prevent mutual organizations from 
using substantial income from other businesses or from non-members to sub- 
sidize benefits to members. Unfortunately, as we show later, the rules neces- 
sary to prevent this latter abuse are complex. Should the complexities be 
overwhelming, or should avoidance or evasion prove to be substantial,it would 
be necessary to introduce a procedure for imputing a rate of investment 
return on the assets employed in the primary functions of the organization. 
Such an alternative appears to be the only practical way of taxing at least 
some of the indirect benefit flowing from a mutual organization. Certainly 
it would be more effective than attempting to limit the business done with 
non-members, and might be more practical than attempting to assess tax on 


business with non-members. 


This procedure would involve taxing imputed income derived through these 
organizations, and so would be a departure from owr general recommendation 
that, for administrative reasons, imputed income should be excluded from the 
tax base. However, in this case the inclusion need not be unduly complex. 
Once an appropriate rate for the deemed investment yield has been arrived at, 
the problem would be to determine the assets to which it should be applied. 
We assume that these assets would be valued at cost less an appropriate rate 
of amortization, or by some other procedure similar to those employed in 
determining the rate bases of regulated utilities. If the assets to be in- 
cluded were those defined in Chapter 22 as contributing, for tax purposes, 
to the future income of the business, the problem would be one of determining 


which business activity should be subject to the deemed investment yield. 
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Most securities and income-producing real property would be excluded, because 
the income therefrom would be taxed separately, but the assets employed in 
the primary functions of the mutual organization, such as buildings, furni-~ 


ture and fixtures, and inventory, would be included. 
CO-OPERATIVES 


In recent years the business operations of co-operative organizations 
have enjoyed rapid growth, and it is vigorously claimed by their competitors 
that the tax treatment of co-operatives has been a significant factor in 
their success. In this chapter we consider the nature of the co-operative 
organization in relation to income tax, and the appropriateness of present 
tax measures. No aspect of taxation was more fully dealt with in the public 
hearings before the Commission, and we are grateful to the participants for 


their full expression of all points of view. 
The Co-operative Form of Organization 


Originally, co-operatives arose to meet a pressing social and economic 
need in areas where the ordinary working of the market was not producing 
acceptable results. From scmewhat limited origins, however, co-operatives 
have grown to fill a relatively small but vital part in the economic life 
of Canada, and many have taken on the characteristics of complex business 
enterprises. Although limited largely to certain areas of Canada and to 
certain industries, there is nevertheless no doubt that co-operatives have 


become firmly established in the economy. 


There are many types of co-operatives, and in a short space all that 
can be done is to indicate their principal characteristics. Co-operatives 
have the stated objective of providing goods and services to their members 
at cost. This is generally achieved by pricing the goods and services 
initially at something near market, and later distributing any resulting 
surplus among the members as a patronage dividend in proportion to their 
business with the co-operative, frequently as a credit to members' accounts 


rather than in cash. Co-operative organizations are usually incorporated 
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by provincial statute and, therefore, like all corporations, are separate 
legal entities. Unlike the ordinary corporation, however, the customers 

or the suppliers of the co-operative are usually its owners. The authorized 
capital is usually small, and the main sources of funds are the patronage 


dividends left in the co-operative and loans from the members y. 
Applicability of an Income Tax 


In the representations made to the Commission, strong opinions were 
expressed on three basic questions. Does a co-operative activity create 
income? If so, how is it measured? Is it income of the co-operative, of 


the members, or of both? These questions are discussed below. 


With respect to the creation of income, it was contended by many that, 
because the co-operative was intended only to provide goods and services to 
the members at cost, rather than to produce a profit, any surplus resulting 
from its operations was merely an adjustment in arriving at this fundamental 
objective and was not income as such. In other words, the co-operative was 
organized to carry out specific activities on behalf of its members, and 
any margin resulting from its operations was merely a saving for its members 
for whom it was acting as an agent. On the other hand, it was argued that 
co-operatives carry on business in the same fashion as business organizations 


and that their motive is economic gain. 


In our view, the important point is that, if the economic position of 
the members is improved as a result of the activity, the economic gain is a 


proper subject for taxation. 


There are problems in the measurement of that economic gain, however. 
As we have said, the co-operative is unlike an ordinary business enterprise. 
The owners in this case are usually the customers (or suppliers) and accord- 
ingly are indifferent as to whether income, or economic reward, arising from 
the operations is distributed in the form of price reductions or rebates or 
patronage dividends. Thus, while theoretically there is a return on capital 


and managerial ability, it cannot be said with exactness how great it is. 
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On the other hand, the stated general policy of most co-operatives is 
to follow market prices where they are determinable, and to avoid price wars 
and the danger of forecasting their margins incorrectly. Any major attempt 
to adjust prices to produce a break-even result at the end of the year, 
generally referred to as "pricing out", could affect their financial sta- 
bility. When a co-operative prices its goods and services according to the 
market, the surplus it reports before distributing patronage dividends should 


represent a reasonable measurement of the income produced in the operation. 


The stated policy of most co-operatives of following market prices does 
not ensure that pricing out will never occur. Moreover, some goods and 
services will have no generally established market price. Because pricing 
out can effectively be employed to distribute income by reducing the cost 
of goods and services, so that income does not emerge in the normal course, 


special provisions are necessary if such income is to be taxed. 


There remains the question of whether the income is income of the co- 
operative, of the members, or of both. Many representatives of the co- 
operatives contended that it was basically income of the members, since the 
co-operative was acting as their agent for specific purposes, and the members 
could share in the income of the co-operative only if they did business with 
it. They further contended that this was supported by the allocation of 
patronage dividends to members according to volume of business, and by the 
fact that most provincial legislation requires substantial distribution of 
surplus earnings. On the other hand, it was contended by others that co- 
operatives, when incorporated, have a separate legal entity and separate 
management, so that in many cases they are virtually indistinguishable from 
ordinary business corporations, and that as co-operatives have become larger 
they have lost contact with the members despite the rule of ."one member one 


vote", 


Because of the present tax treatment of ordinary corporations, the 
question of whether income of a co-operative activity is to be regarded as 


income of the co-operative organization itself or of the members is extremely 
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important. However, under our proposed tax system, all income flows would 
be taxed in the same manner regardless of whether they came through partner- 
ships, ordinary corporations, or other organizations; and the question of 
how much income was income of the organization would be of minor importance. 
In our view, the income of the co-operative should ultimately be taxed at 
the individual rates of the members in the same manner as the income of 
ordinary corporations should ultimately be taxed at the individual rates 

of the corporate shareholders. Admittedly, this objective is easier to 
achieve in the case of co-operatives than in ordinary corporations, because 
a high proportion of a co-operative's income is already allocated to members. 
Furthermore, the equity of a member in a co-operative is not marketable, so 
that no adjustment has to be made for a different value which he might achieve 
on the market. Despite this greater simplicity in the case of co-operatives, 
we can see no good reason for a material difference in the tax treatment of 


the two forms of organization. 


History of Tax Treatment 


Under the Income War Tax Act of 1917, there was a general provision that 
mutual corporations without share capital were not taxable, but the position 
of co-operatives was not clearly stated and they were generally disregarded 
by the taxing authorities. Where they were assessed, patronage dividends were 
deductible in arriving at taxable income. In 1940, a section was inserted 
in the Act to exempt co-operatives provided they met certain requirements. 
However, during the 1930's and the early war years, co-operative operations 
were extended to include manufacturing, processing, wholesaling, etc., and 
groups of related co-operatives were formed. In 1944, the government ap- 
pointed a Royal Commission to review the tax treatment of co-operatives. 

The main findings of this Royal Commission were that the co-operative associa- 
tion and its members did make a profit as a result of their trading ventures, 
and that to the extent the profit was made readily available to members or 
customers it should be considered income of the members or customers and not 


of the association. 
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Under the legislative changes made in 1946, which remain in effect 
to the present time, the tax exemption for co-operatives was removed, and 
they became subject to tax upon their income generally in the same manner 
as other corporations. At the same oe however, a section was introduced 
permitting a deduction of patronage dividends in computing income oy Al- 
though this provision was not restricted to co-operatives, it was useful 
only to a co-operative operation where there was a common interest between 
the customer (or supplier) and owner of the business. Limitations were 
imposed on the deduction of patronage dividends to the effect that they 
could not be used to reduce the taxable income of the co-operative below 
4 per cent of employed capital, 3/ nor to deduct on distribution to members 
the profits on business with non-members Dee In addition, a provision was 
added to give new co-operatives a three-year exemption from income tax 5/. 
From the standpoint of the individual member, patronage dividends were to 
be reported as income, or as a reduction in cost of goods or services, if 
they related to his income from a business or property. Patronage dividends 
relating to goods or services for personal consumption were not required to 


be included in income. 
Analysis of Tax Treatment 


The imposition of tax on the income of co-operatives in 1946 was a 
recognition of the main conclusions of the Royal Commission on Co-operatives, 
and represented a considerable step forward in the tax treatment of this 
form of organization. Given the general system of taxing corporations, the 
3 per cent minimum limit beyond which patronage dividends could not reduce 
taxable income was an attempt to prevent co-operatives from entirely avoid- 
ing the tax treatment applied to ordinary corporations. The three-year 
exemption of new co-operatives was originally given to help them get started. 
The reason for the exemption of consumer patronage dividends is not clear, 
but presumably it was based on the theory that such dividends merely repre- 


sent a reduction in a consumer expenditure. 
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Since 1946, co-operatives have continued to grow, and their corporate 
competitors have contended that this growth was attributable to the ability 
of co-operatives to retain tax-free funds for expansion, mainly because the 
corporation income tax is not applied to income that is allocated to members 


but not paid out in cash. 


The importance of the difference in tax treatment may have been over- 
emphasized. Any adequate explanation of the growth of co-operatives must 
take into account broad social, political and economic factors. Furthermore, 
with respect to the tax factor itself, it may be noted that in the case of 
smaller corporate operations the combination of the lower rate of corporation 
income tax and the dividend tax credit has meant that the level of taxation 
on income flowing through an ordinary small income corporation has been close 
to that on income flowing through a co-operative; any remaining tax differ- 
ential then mainly rests, as it should, in differences between the tax 
brackets of the members and the shareholders. The acceptance by members 
of co-operatives of non-cash distributions is probably due to the fact that 
this is a condition of membership in the co-operative, and therefore arises 
more from the nature of the organization than from the tax system. On the 
other hand, there is no doubt that, where there are large scale operations, 
the ordinary corporation is at a significant disadvantage because of the 
immediate withdrawal by the government of one half of the income before any 
distributions to shareholders, and the higher level of overall taxation 


imposed in respect of the distributed portion. 


If the present basic method of taxing corporate income were to continue, 
it would be difficult to reduce substantially the difference between the 
taxation of corporations and co-operatives. Moreover, even if co-operatives 
could be effectively taxed in the same way as ordinary corporations, this 
would extend to co-operatives the serious inequities of corporate taxation 
which we have already discussed in Chapter 19. It does not seem to us that 
a@ requirement that patronage dividends be deducted only when paid in cash, 


as suggested by some participants, would equalize the situation or be entirely 
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effective, because members of a co-operative could hardly be prevented from 


lending cash distributions back to the co-operative. 


Under our proposed method of taxing corporate income, the taxation of 
ordinary corporations would be much closer to the present method of taxing 
co-operatives, for the end result in each case would be taxation of distri- 
buted income at the personal income tax rates of the owners. However, there 
would still remain a difference in the cash flow of the entities themselves, 
arising from the difference in the method of intesration. For the ordinary 
corporation, a corporate rate of tax would be applied to all the income of 
the corporation, with credit for that tax being given to the shareholders in 
respect of distributions. In the case of the co-operative, the corvorate 
rate of tax would apply only to the income not allocated among members. 

A withholding tax levied at the co-operative source on all patronage 
dividends allocated or paid to members, with credit therefor being claimable 
by members, would serve both to reduce this difference (or eliminate it, if 
the withholding rate were 50 per cent) and, as with distributions by ordi- 


nary corporations, would facilitate administration. 
Proposed Treatment 


We have already listed our recommendations with respect to all mutual 
organizations, including co-operatives, but we think it would be helpful at 
this point to indicate in tabular form a comparison between a corporation 
and a co-operative, showing the similarity of result of our proposals. It 
is important that the co-operative form of business organization should be 
in exactly the same cash position as the corporation. As indicated in 
Table 20-1, if patronage dividends were deductible only to the extent that 
they were at least 50 per cent paid out in cash, this requirement would 


appear to be met. 


We appreciate that there would have to be detailed resulations concern- 
ing the kinds of transactions that would be deemed to be cash distributions 


in order to qualify for the deduction (in particular, requiring that the 
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AN EXAMPLE OF THE RECOMMENDED TAX TREATMENT OF 
INCOME FLOWING THROUGH A CORPORATION AND A CO-OPERATIVE 


Corporation Son oper aEANS. 


Profit before tax 100 100 


Assuming that the organization 
Ee sO retain noteash® ("ir 


Distribution: 
In cash 50 100 
By attribution (or grossing-up) 50 * 
100 100 
At the organization level: 
Taxable income 100 oa 
Tax payable 50 15 a/ 
Cash retained - * 
At the shareholder or member level: 
Taxable income 100 LOO 
Tax payable or (refundable) 
net of withholding tax, 
assuming the individual is 
subject to a 30 per cent rate (20) 15 
Cash distribution received 50 85 
Total cash after tax TO TO 
Assuming that the organization 
is to retain $50 of cash _ 
Distribution: 
In cash - 50 
By attribution 100 5050. 
100 100 
At the organization level: 
Taxable income 100 - 
Tax payable 50 15 a/ 
Cash retained 50 50 
At the shareholder or member level: 
Taxable income 100 100 
Tax payable or (refundable) 
net of withholding tax, 
assuming the individual is 
subject to a 30 per cent rate (20) 15 
Cash distribution received ~ 55 
Total cash after tax 20 20 


a/ Withholding tax at 15 per cent. ‘This would be calculated on the 
full amount of patronage dividends and deducted from the cash 
portion, as discussed in the text. 
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payment mist be unconditional), but nevertheless we feel that such an ap- 
proach could be administered. The other limitations at present applicable 
to the deductibility of patronage dividends should be removed, because they 
would be inconsistent with our proposal that the income flowing through the 
organization should be fully interrated at the time of distribution with 


that of the owners. 


Any economic gain resulting from a co-operative activity is a proper 
subject for taxation. The amount of such economic sain is difficult to 
measure, but when the co-operative follows market prices the income before 
patronage dividends should represent a reasonable approximation of economic 
gain. When such a pricing policy is not followed, it is difficult to arrive 
at such an approximation. When the operations relate to business activities 
of the members, the income will be reported in any case as a reduction of 
business expense, or as an increase in revenue. Where the co-operative 
activity relates to personal goods or services, the patronage dividend should 
be taken as a measure of economic gain, and should be reported as income by 


the member. 


Patronage dividends should continue to be deductible, but only to the 
extent that half of the dividends in any fiscal period had been paid uncon- 
ditionally in cash. This means that a co-operative could declare all of its 
income by way of patronage dividends and pay out one half of this amount in 
cash. The other half would be retained by the co-operative but it would pay 
no tax, because the patronage dividends, which would be taxable to the mem- 
bers, would fully offset its income. This requirement would mean that the 
cash flow of the ordinary corporation would be the same as that of aco- 
operative. Thus, while the corporation would pay half of its profit in the 
form of tax, the co-operative would pay half of its profits either in taxes 


or in a cash distribution to members. 


The recommended procedure still provides the member of the co-operative 


with some slight advantage as to the time of payment, since he would pay out 
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only the tax for which he was liable, while the shareholder in effect has 

50 per cent paid on his behalf and must then wait for a refund of any credit 
due. For administrative reasons a withholding tax of, say, 15 per cent 
should be imposed on all patronage dividends. This would be calculated on 
the totai patronage dividend, including both the cash and the non-cash por- 
tions, and would be deducted from the portion payable in cash. This should 
improve taxpayer compliance and would reduce the difference in the impact of 
taxation on funds immediately available to members and shareholders of co- 


operatives and corporations respectively. 


We also recommend that the three-year exemption for new co-operatives 
should be discontinued. Of course, the special provision proposed for new and 
small businesses generally that is discussed in Chapter 22, would be appli- 


cable to new co-operatives. 


In addition, it is necessary to prevent property income and business 
income from activities that are unrelated to the primary function from being, 
in effect, passed out tax free to members. Elsewhere in the Report we have 
emphasized the necessity of taxing, whenever practical, personal benefits 
provided to the owners of a business. In the case of co-operatives these 
benefits can take the form of price reductions on consumer goods and services. 
While we do not recommend a procedure of pricing all transactions at market 
prices, as is done in the case of the transactions not at arm's length of 
ordinary corporations, we feel that profits from unrelated activities should 
not be used to reduce the cost of goods and services consumed by members. 

For this purpose, business conducted with non-members of the co-operative 
is en activity unrelated to the major function of the co-operative, as is 
the earning cof interest, dividends, and rental income. To prevent the ap- 
plication of such income to reduce the personal expenditure of members, it 
should be provided thet any losses arising from the business activity of 
providing consumer goods and services to members of a co-operative should 
not be deductible from any other income of the co-operative and should 


only be eligible to be carried back two years and forward indefinitely 
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as a deduction from income derived from the same activity, This treatment 
is consistent with that proposed for other business "losses" that are con- 


Sidered to be in fact personal expenditures, 


As has alreaay been discussed, it might become necessary to also include 
in taxable income a deemed rate of return on the assets employed in the 
primary functions of co-operatives which provide consumer goods and services, 
Altnough such a procedure might be required to reduce the use of mutual 
organizations as tax-saving devices, we do not recommend the immediate 


introduction of such an imputed income measure, 


If the value of a member's interest in a co-operative declined below 
his cost basis, except to the extent that the decline had fagntber from 
losses in providing consumer goods and services to members, the member should 
be permitted to revalue his shares downward, and to claim a deduction for 


any resulting loss, 


There should be no special problems in regard to any balance of un- 
distributed income on hand as at the transition date, This income would 
generally have already borne tax at the corporation income tax rate, and there- 
fore if distributed should be treated in the same manner as is recommended 


for corporations in Chapter 19, 


CREDIT UNIONS AND CAISSES POPULAIRES 


Credit unions and caisses populaires form another type of co-operative 
organization that has enjoyed rapid growth in recent years, Their income 
is exempt from tax 6/. These organizations now have an important role in 
the Canadian financial system, Some corporate competitors question the tax 
exemption afforded tne credit unions and caisses populaires on the grounds 
that the function of many has become indistinguishable from that of other 


financial enterprises, 
Form of Organization and Operation 
Basically, a credit union or caisse populaire is formed as a separate 


legal entity under provincial law by a group of individuals having some common 


bond. such as employment. nationality, religion, or location of residence, 


ig 


The primary business activity consists of receiving money from and lending 
money to its members and, if the growth of the organization permits, its 
activities may be extended to other types of banking services, such as 
chequing accounts and safety deposit box rentals “Gl? An individual who 
comes within the common bond can usually become a member by acquiring one 
share at a cost of $5. Members are entitled to one vote regardless of 

the number of shares held or the amount deposited. Usually a limited rate 
of interest (or dividends) ranging from 3 per cent to 5 per cent is paid 

to members on funds obtained from their shares and deposits ae The interest 
charged on loans to members usually ranges from 6 per cent to 12 per cent 
with interest rebates made in some cases on a patronage basis. There is no 
stated policy of following the interest rates currently charged by other 


money-lending institutions. 


The gross revenue of these organizations consists substantially of 
interest charged on loans to their members. The rate of interest paid cn 
funds borrowed from members is usually at a predetermined rate based on the 
past experience of the organizaticn. After the deduction of this interest, 
operating expenses and certain statutory reserves, some income may be al- 
located at the discretion of management to reserves for educational purposes, 
or for specific purposes such as a building. At this point, patronage 
dividends or rebates to borrowers are considered if it is the policy cf the 
organization to make such adjustments; many do not, and merely reduce future 
interest charges where surplus earnings permit. Rarely, if ever, are retro- 


active adjustments made in the interest payable to denositors. 


Representatives of the credit unions and caisses populaires defend the 
present tax exemption by emphasizing the desirable social effects of these 
organizations which promote thrift and self-help, combat high interest rates 
by co-operative action, and provide readily obtainable credit. They contend 
that no true profit exists because the organizations merely vrovide members 
with a service at cost; moreover, any technical profit that might be con- 


Sidered taxable could easily be eliminated by vricing out. 
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Applicability of an Income Tax 


Larreely because of the social effects stated above, the Roval Commission 
on Co-operatives recommended in 1945 that credit unions and caisses populaires 
be exempt from income tax. For tax purposes, however, we believe that the 
main consideration is whether a measurable economic gain results from the 
activity. If it does, there is an appropriate basis for taxation. Further- 
more, the position of the credit unions and caisses populaires has substan- 
tially changed in the last twenty vears; they have grown considerably in 
size and have become much more vrofessional and competitive in their 


activities. 


We do not doubt that members of credit unions and caisses populaires 
benefit economically from participation in these organizations Of The 
borrowing member may pay less interest in dealing with a credit union or 
caisse populaire than with some other financial organization, but as long 
as individuals generally are not required to include in their tax base an 
amount of imputed income for interest forgone because of investment in per- 
sonal property, we see no justification for imouting income to the borrowing 
member of a credit union or caisse populaire iO) Although the members are 
borrowing from a co-operative form of organization, the mutuality of interest 
between borrowing members and lending members is not readily apparent. While 
as members they all share in ownership of the organization, the conflict of 
economic interest between lenders and borrowers should give reasonable 
assurance against artificially low interest rates. The economic sain to the 
lender would appear to be the interest paid or credited on his shares or 
deposits; because the borrower is a mutual organization, the interest is 
in excess of what he could earn elsewhere does not matter, because it all 


/ 


represents taxable income in any event. 


The portion of the economic cain retained bv a credit union or caisse 
vovulaire as surnlus earninss covld be measured by the ordinarv rules for 
determining business income as set out in Chapter 22. This procedure would 


probably result in the disallowance of some of the reserves at vresent 


recorded in the accounts of these organizations and, it misht be contended, 
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would threaten their financial stability and encourage pricing out. How- 
ever, it is their ability to accumulate tax-free income that is the most 
significant tax factor in giving them a competitive advantage. If the 

credit unions or caisses populaires wished to do so, they could pass out 

more of their surplus earnings to members in non-cash form, and eens reduce 
the impact of the corporation income tax and yet retain financial stability. 
However, for the reasons already outlined in our discussion of co-operatives, 
it would be necessary to require that dividends paid or credited to members 
by a credit union or caisse populaire be deductible only to the extent that 


half of them were paid out in cash. 
Proposed Treatment 


Credit unions, caisses populaires and their members should be treated 
for tax purposes in a manner similar to that propvosed for co-operatives and 
their members, which in turn is generally similar to that proposed for other 


forms of business organization. 


All credit unions and caisses populaires should file returns of income. 
Their income should be measured under the ordinary rules for measuring 
business income and, to the extent that it was retained in the organization, 
should be subjected to the general rate of corporation income tax. Interest 
and dividends paid or credited to members, and interest rebates made on a 
patronage basis, should be deductible, but only to the extent that half of 
such amounts had been paid unconditionally in cash. As in the case of co- 
operatives, there should be regulations defining what types of payments 
would and would not be deemed to-be cash disbursements. Thus, the cash flow 
of the credit union or caisse populaire would be affected by the tax system 


in the same way as that of the ordinary corporation. 


Interest paid or credited on shares and deposits, and interest rebates 
made on a patronage basis, should be treated as taxable income in the hands 
of recipients, and should be subject to the same withholding tax of 15 per 


cent that we recommend for the patronage dividends of co-operatives. 
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In addition, a similar provision to that recommended for co-operatives 
should apply to the property income and the business income from activities 
that are unrelated to the primary functions of these organizations. In this 
ease, the interest received on loans to members, less an appropriate part 
of interest paid and overhead costs, should be considered to be the income 
of a business separate from the other activities of the organization. Be- 
cause this business provides a consumption service to members, any losses 
should be regarded as personal expenditures, and therefore should not be 
deductible from other income and should only be eligible to be carried back 
two years and forward indefinitely as a deduction from income derived from 
the business of making loans to members. This treatment is consistent with 
that proposed for other business losses, including those of co-operatives. 
Again it might be necessary at some future time to include in this computa- 


tion a form of imputed income on certain assets employed in the business. 


Because the undistributed income accumulated to the transition date in 
the credit union or caisse populaire would not have borne any income tax, 
and because distributions from these accumulations would, as at present, be 
subject to tax, it might be necessary to specify some order of distribution 
for interest and dividends paid. Consistent with our recommendations with 
respect to corporations, it would seem appropriate that future distributions 
to members should be regarded as having been paid first from current income, 
then from surplus accumulated subsequent to the transition date, and then 


from the opening surplus. 
MUTUAL INSURANCE COMPANTES 


Our recommendations concerning the mutual aspects of life insurance 
are included in other chapters of this Report: the measurement of the 
business income of a life insurance company in Chapter 24 and the treatment 
of the policyholder, for premiums and policy proceeds, in Chapter 16. 
Consistent with our approach to co-operatives, we recommend that allocations 


to policyholders in the form of policy dividends should be deducted in 


dn) 


arriving at the income of the life insurance company, whether stock company 
or mutual, and should be subject to a 15 per cent withholding tax. However, 
we do not think that a minimum cash payment would be necessary in the case 

of life insurance policy dividends, because the competitive situation is not 
similar to that existing for co-operatives, and because the cash retained 
from this source by the companies is not an important factor in the provision 
of capital funds for the operation. We also recommend that policy dividends 


should be taxed in full in the hands of the policyholders. 


As we indicate in detail in Chapter 25, mutual general insurance companies 
follow such varying practices in setting premiums and paying policy dividends 
that it is difficult to establish a true measurement of the economic gain 
arising from the operation. Nevertheless, consistent with the tax treatment 
proposed for co-operatives, policy dividends should be deductible by the com- 
pany, and includible in the income of the policyholder. Where the insurance 
coverage is of a business nature, the tax consequences of allowing the full 
premium as an expense and taxing the policy dividend as income would be equi- 
valent to allowance of the net amount as an expense. Where the insurance 
coverage is of a personal nature, for example, on a residence or personal 
automobile, the tax treatment would differ from that at present in effect, 
but premium rates on participating policies would doubtless be revised to 
reflect Hind closely the actual costs, and as a consequence policy dividends 
would reflect more closely the actual gain from participation. Any unallocated 
earnings retained in the mutual insurance company should continue to be sub- 


ject to the corporation income tax. 
MISCELLANEOUS TAX-EXEMPT ORGANIZATIONS 


The list of organizations or trusts, the income of which is specifically 
exempted from tax, has increased over the years and is now fairly extensive 11/. 
Several of these are discussed elsewhere 12/. The remainder will be dealt with 


below. 
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The income of some of these organizations is unconditionally exempt 
from tax. Several are exempt only if no part of the income was payable to, 
or was otherwise available for the personal benefit of, any proprietor, 
member or shareholder. Others are exempt only if they comply with certain 
statutory conditions. In no case is there exemption for only part of the 
income; if the organization meets the conditions for exemption, all its 
income is immune from taxation. Conversely, it would appear that if an 
organization does not meet the conditions for exemption, all of its income, 


however measured, is subject to tax. 


Our general approach to such organizations (with the exception of 
governmental organizations) is that they should be exempt from tax only in 


so far as their primary functions are concerned. 
Filing of Income Returns 


An organization that is tax-exempt is ordinarily neither required to 
file a tax return nor is it subjected to tax audit, Therefore, at present 
there is little information available as to the flow of income through such 


organizations, 


We recommend that all organizations, whether or not they claim exemption 
and whether or not they have taxable income, should be required to file re- 
turns of income. This would enable the tax authorities to audit the returns, 
to check on donations claimed where applicable, to ascertain whether receipts 
and benefits from tax-exempt organizations are being reported for tax pur- 
poses, and to judge the nature and scope of the operations that they carry 
on. 

Governmental Organizations 
(Including Public Utilities) 

The Income Tax Act exempts from tax: municipalities and municipal or 
public bodies performing functions of government L/; and corporations, 
commissions and associations not less than 90 per cent of the shares or 


capital of which is owned by Her Majesty in right of Canada or by a province 
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or by a municipality, and wholly owned subsidiaries thereof Mathes A limited 
number of Crown corporations are, however, denied an exemption by the Act 


and other federal legislation 15/. 


Where strictly governmental functions are performed, we do not see a 
case for taxation of income, nor do we see a valid distinction between 
functions performed by government itself and those performed by separate 


entities formed by government for the purpose. 


However, where government undertakes activities which compete with those 
of private business, the exemption of government instrumentalities from tax 
to which their privately owned competitors are subject, provides the former 
with an advantage to which the latter may quite reasonably object. There 
are many examples of government-owned corporations which compete with privately 
owned companies. For example, Canadian National Railways and Canadian National 
Telegraphs compete with Canadian Pacific Railways and Canadian Pacific Tele- 
graphs respectively. Canadian National hotels compete with other hotels. 
Hydro authorities owned by provincial governments compete with privately owned 
suppliers of gas and oil for use in the home and in industry. The list 


could be extended. 


As is indicated above, some corporations which are owned by the Canadian 
government are subject to income tax. These probably include most Crown 
corporations which compete with private industry. This treatment should be 
continued and the list should be reviewed fram time to time to ensure that 
those federally owned companies which compete with privately owned corporations 


are subject to income tax, 


It is well established that the federal government has no power to 
impose taxation upon a provincial government and that no province has power 
to impose taxation on the Canadian government or on the government of another 
province 16/. The restriction on taxation of another government extends to 
any corporation which is an agency or emanation of that government. Whether 


any particular corporation owned by a government is an agency or emanation 
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of that government is a question of fact and of interpretation in each 
case. There is, of course, nothing to prevent the Canadian government 
from taxing its own Crown corporations, and there would be nothing to 
prevent the Canadian government from sancing any corporation owned by a 
province, if the province waived its exemption and agreed to such taxation. 
From a practical standpoint, there would be difficulties in imposing taxa- 
tion on a provincially owned corporation if agreement of the province was 
not obtained. Because of the constitutional problem and considerations of 
federal-provincial relations, we do not recommend that such corporations 


should be taxed unless the provinces agree to such taxation. 


The Canadian government has made no attempt to impose income tax on 
any corporation which is owned by a provincial government or a municipality. 
On the other hand, Ontario legislation provides for the imposition of 
corporation income tax on certain corporations owned by the Canadian govern- 


ment 17/. 


We suggest that, wnere governments or non-taxable government bodies 
are shareholders (with less than a 90 per cent interest) of companies which 
are subject to tax, they should be denied the right to the normal tax credit 
on distributions on such shares. There would be no practical way in which 
such credits could be integrated in the final analysis with the taxation of 
the individuals benefiting from the corporate source income. There pro- 
bably would have to be provisions in the legislation to ensure that such 


credit is not obtained indirectly. 
Privately Owned Public Utilities 


Government-owned public utilities are exempt from tax under section 62(1)(c), 
while privately owned utilities are taxable. We have already emphasized 
the competitive inequality created by this type of provision. We point out, 
however, that the reduction of tax on adrperaes source income under our pro- 
posals, by reason of the integration of the personal and corporation income 
tax would substantially narrow the tax disparity between the two types of 


organization. 
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Representatives of privately owned utilities who appeared before this 
Commission contended that the exemption from income tax of government-owned 
utilities resulted in serious discrimination, They pointed to the heavy 
element of income tax in the sales dollar of a utility as compared to in- 
dustry generally (15 per cent to 20 per cent as compared with 3 per cent 
to 5 per cent), and suggested an end-use tax on all electricity or gas 


instead of the present income tax, 


The significance of the tax factor in this realm has been emphasized 
in recent years by provincial take-overs of privately owned hydro utilities, 
and suggestions that further take-overs might take place, Such take-overs 
have supposedly been encouraged by the fact that the portion of corporation 
tax revenue at present going to the federal government could be retained by 


the province for its own purposes, or used to reduce rates to hydro consumers, 


The rate of federal corporation income tax on privately owned utilities 
which supply electricity, gas and steam in Canada is slightly less than 
that for industry generally, This rate is 45 per cent, or two percentage 
points less than the general rate of 47 per cent on income in excess of 
$35,000 18/ (excluding in both cases the 3 per cent old age security tax); 
and one half of the federal tax revenue so produced is at present returned 
to the provinces, Despite these modifications there is still pressure to 


return all the revenue fram these public utilities to the provinces, 


Some time ago, the federal government announced its willingness 
to pay to the provinces 95 per cent of the corporation income tax levied 
on these utilities (excluding the old age security tax), Federal 
authorities expressed the hope that the provincial authorities would 
transfer or credit the amount of this payment to the utilities so that 
it. could be passed on by them to consumers, placing publicly owned and 
shareholder-owned utilities on a more equal footing, Since that con- 
ference, Parliament has passed the Public Utilities Income Tax Transfer Act, 
which authorized the Minister of Finance to pay to a province up to 95 per 


cent of the income tax paid by a designated corporation which is attributable 
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to gross revenue from the sale of electrical energy, steam or gas, after 
January l, 1966. That Act also provides that, if a province pays or credits 
to a utility corporation any amount received from the federal government, 


the amount will be exempt from income tax. 


Later we recommend that the federal government should consider arrang- 
ing a transfer of revenue sources by which the federal government alone 
would levy all corporation income taxes, and the federal government would 
provide the full credits for corporation income tax. The corporation tax would 
become a method of collecting tax from shareholders rather than a tax on the 
corporation per se. Consistent with these other recommendations, we also 
recommend that the rate of tax on privately owned utilities should be the 
same as on other corporations. We appreciate that this might place such 
utilities at a disadvantage in competing with publicly owned utilities, but 
this seems unavoidable. If the federal government turns over to the pro- 
vinces 95 per cent of the corporation income tax imposed on such utilities, 
under our proposals this would represent moneys which had also been credited 
by the federal government to resident shareholders. However, we make no 
recommendation with respect to this payment since it is outside our terms 
OL reference. 

Charities and Other 
Non-Profit Organizations 

Under this heading we deal with a number of organizations at present 
exempted from tax by section 62 of the Act, and not already discussed in 
this chapter. Thus,we intend to discuss the tax treatment of charitable 
organizations, agricultural organizations, boards of trade, chambers of 
commerce, certain housing corporations, the Canadian Universities Foundation, 
non-profit corporations for scientific research, labour organizations, and 


non-profit organizations exempted under section 62(1)(i). 


The characteristics of these organizations vary greatly, and there is 
no consistent single rationale that would support the complete tax exemption 


accorded to all of them. In fact, organizations have been extended exempt 
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status over the years without the establishment of any clear principles as 
to why such exemption should be granted and who should receive it. For 
the purpose of determining the most appropriate tax treatment that should 
apply, it is necessary first to establish the justification for extending 
special treatment, and then to assess whether the present tax treatment 
appears to meet the objectives satisfactorily. The organizations being 


discussed can logically be divided into three general groups. 


The first group consists of charitable organizations as now defined in 
the Act, although with some modifications as discussed later, and so includes 
non-profit organizations that have been formed to pursue some general public 
purpose. Such organizations are not intended to provide any benefit to the 
contributor members, other than the better organization of the disbursement 
of their contributions to charity. The mutuality of interest exists more 
as a matter of convenience in organizing charitable endeavours than as a 
means of obtaining more direct benefits. If the organization does in fact 
meet the requirement of having a charitable purpose, there is some justifi- 
cation on social grounds for special tax consideration. However, if 
the purpose of the organization is to manage charitable endeavours, it would 
be reasonable to expect that the organization would not be actively engaged 


in a business. 


The second group includes those organizations that are similar to the 
mutual organizations discussed earlier in the chapter. They exist primarily 
for the benefit of their members and are essentially of a private character. 
Their objectives are probably close to those of the consumer co-operative, 
in that the organization has usually been formed in order tc provide personal 
goods and services to the members. Therefore, the element of personal bene- 
fit exists, for the goods or services are usually items of personal expendi- 
ture, and in many cases may be provided at a lower cost than would otherwise 
be paid. Examples of the type of organization that would be included in 
this sroup are those private clubs and societies that are formed essentially 


to provide sccial or recreational services or facilities for their members. 
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Certain other non-profit organizations fall in this group because they provide 
benefits for their members and do not qualify under the specifications of 

the other two groups. One example is fraternal benefit societies. Organi- 
zations in this second groupv do not appear to warrant any svecial tax con- 
sideration, because they exist to benefit individual members. To the extent 
that charitable goals are pursued, it should be possible to divide the 
activities of the organization into their senarate functions so that the 


apvoropriate tax treatment could be apolied to each. 


The third group consists of organizations that do not fall in either of 
the first two groups. Examples of this type of organization are the trade, 
professional and union associations that, in general, attempt to better the 
position of their members in a fashion that would increase their taxable 
incomes. For tax purposes, the outstanding characteristic of this group 
is that, to the extent that the activities of the organization provide some 
benefit to the members, the benefit is generally reflected in increased in- 
come for the members. Thus, any benefit would generally be taxable. However, 
these organizations sometimes provide services to their members that, in 
effect, are items of personal expenditure. In Guranine their primary functions. 
it is sometimes necessary for them to engage in business activities or have 
operations that might be considered to be in competition with outside business 


operations, 


In assessing the present tax treatment of these three types of organi- 
zations, it is necessary to relate their activities to the role they play on 
behalf of their members or the individuals contributing to their support. 

To the extent that such organizations verform functions similar to a consumer 
co-operative, the comments we have already made on orsanizations of that 
nature apply equally to them. That is, all benefits conferred on members 
should be brought into the income of such members to the extent it is prac- 
ticable to do so, and any income retained by the organization should be 

taxed at the full corporate rate. Similarly, any loss arising from an 


activity of the organization that is carried on for the personal benefit 
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of members and not with a view to profit shculd be regarded es a personal 
expenditure and not deductible from other income in the current or any 
other year (but could be carried back two vears and forward indefinitely 
for deduction from income from the same activity). This approach differs 
somewhat from the complete tax exemption at present extended to most of 


these organizations. 


To the extent that the organization is thousht to have a broader social 
purpose, the same reasons that support the concessionary allowance for 
charitable donations misht be applied to at least some of the income of the 
organization. There would be little purpose in srantins a concessionary 
allowance to individuals and then taxing the charitable organization on the 
receipt of such contributions. On the other hand, we have emphasized that 
there should not be any tax concessions that give one business a competitive 
advantage over another, and the present exemption of business income earned 
by charities could well be regarded as such an advantage. In addition, it 
is easier to control concessions if they are related to individuals and not 
extended to organizations which do not pass them on to the individual. There- 
fore, if any income exemption is to be extended to charitable orranizations, 
it should be limited and, in particular, no business activity of a charit- 
able organizaticn should be given a competitive advantare. 


Present and Proposed 
Tax Treatment 


Charitable Organizations. The present seneral exemption from income tax 
for charitable organizations is contained in paragraphs fe), (f) and (¢g) 

of section 62(1) of the Act. Peragraph (e) exempts charitable organizations, 
whether or not incorporated, all the resources of which are devcted to 
charitable activities carried on by the orranization itself: paragraphs (-e) 
and (c) respectively, exempt charitable cornorations and charitable trusts, 
each of which must meet certain stipvulated requirements, and which may act 


as conduits for distributing funds tc charitable orsanizations. In addi- 


tion, varagraphs (ga), (eb) and (gc) of section 62(1) snecifically exemot 
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certain housing corporations, the Canadian Universities Foundation, and non- 
profit corporations for scientific research, while some other housing cor- 
porations are exempt by virtue of section 62(1)(i). We recommend that 


these bodies should be treated in the same way as charitable organizations. 


The word "charitable" is not defined in the Act, but the accepted de- 
finition of "charity" is that given by Lord Macnaghten in Pemsel v. Special 
Commissioners for Income Tax: 

"'Charity' in its legal sense comprises four principal divisions: 
trusts for the relief of poverty, trusts for the advancement of 
education, trusts for the advancement of religion, and trusts for 
other purposes beneficial to the community not falling under any 
of the preceding heads. The trusts last referred to are not the 
less charitable in the eye of the law because incidentally they 
benefit the rich as well as the poor, as indeed every charity that 
deserves the name mst do, either directly or indirectly." 19/ 

The definition in the Pemsel case appears to us to be generally satis- 

factory for tax purposes. However, it has been held in England that a trust 
for the relief of poverty among the relatives of the settlor is charitable 20/. 


We suggest that the legislation specifically exclude the recognition of such 


a trust as a charitable body for income tax purposes. 


Prior to the 1966 Budget there was no requirement for an organization to 
obtain recognition from the Department of National Revenue that it qualified 
as a charity under the relevant provisions of the Act. However, a directive 
was issued under the Income War Tax Act in 1948 which specified the types of 
organizations that would be recognized, vrimarily in connection with the 
claiming of a deduction for charitable donations made to such bodies. This 
directive has been followed under the Income Tax Act, and no further rulings 
have been issued Bie It may be noted in passing that the four charitable 
purposes laid down in the directive do not all accord with those in the Pemsel 
case; though the first three purposes follow those of that case, the directive 
purports to confine purvoses beneficial to the community to those "analogous 


to the three other purposes”. 


The Department appears to have attempted to administer the provisions of 
the Act dealing with charitable organizations somewhat restrictively, Ap- 


parently, as a general rule, secticn 62(1)(e) is treated as being limited to 
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organizations which actually operate charities, such as hospitals, as opposed 
to organizations which distribute their funds to other operating charities, 
Where possible, the Department attempts to bring charities under 62(1)(f) 
rather than 62(1)(e) 22/ because of the restrictions contained in (f), and 
also attempts to insist in many cases that charitable activityemust be con- 


fined to Canada 23/, 


We have elsewhere recommended the continued allowance of charitable 
contributions in arriving at the taxable income of donors, We have also 
recommended the use of a camprehensive tax base which includes in income all 
gifts received by the donee, Thus, in general, the beneficiary of a chari- 
table contribution would be taxable on the benefits received. butroniy, to 
the extent that they exceed his deductions and tax credits?*>) If. it was 
thought to be socially desirable to encourage taxpayers to make charitable 
donations, it would seem to be a negation of the objective to tax the income 
of the charitable organization, The primary purpose of a charity is to 
collect donations and then to apply these funds in the manner prescribed 
by the organization; it is not a basic function of a charity to be in busi- 
ness in competition with other business operations, Therefore, although it 
would appear reasonable to exempt from tax the donations received by a charity, 
the proper tax treatment of business income (as described below) is not so 


clear, 


It is not uncommon for a charitable organization to have funds available 
in excess of its current requirements, and the investment of these funds to 
earn income is a reasonable function of the organization, Although it may not 
be: reasonable to accumulate and hold these funds over a long period of time, 
or at least this may not be a function that warrants a special tax concession, 
we could devise no fair means of differentiating between charities in order to 
extend a selective concession based on reasonable accumulations, However, a 
second and more important question arises if such an organization engages in a 


business activity, Should a tax concession be extended to revenue fron 
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this source? While an essessment of the reasonableness of the retention 
by charitable organizations of large amounts of their annual revenue is not 
a responsibility of this Commission, a conclusion on the tax treatment of 
competing businesses is required, and aipenentena that the tax exemption 


should not be extended to business income. 


By "business income" in this context we mean all income from a non- 
portfolio investment, whether it be an investment in an incorporated or an 
unincorporated business. Our concept of a non-portfolio investment essen- 
tially includes any interest of 10 per cent or more in a business, whether 
incorporated or not. For this purpose the ownership of real property is 
defined to be a business. The problems of defining a separate business and 
what should be considered to be business income are discussed in Chapter ee, 
and the conclusions reached in that chapter should also apply to charitable 
organizations. However, the approval procedure discussed below should 
minimize the difficulties of determining which income is to be taxable. 

One exception, for administrative convenience, would involve the exclusion 
of a certain minimum amount of income from occasional sales, for example, 
bazaars and rummage sales, and from small sales operations, such as gift 


shops. 


Therefore, while most of the income or losses (contributions and port- 
folio income less expenditures related to the charitable purpose) of the 
charitable organization should continue to be excluded from the tax base, 
the income from non-portfolio investment should be subject to the full rate 
of corporation tax, Because portfolio income would be exempt from tax, the 
charitable organization should be refunded any corporation and withholding 


taxes collected on its behalf. 


We consider that the present exemptions contained in paragraphs (e), 
(f) and (g) of section 62(1) should be combined into one exemption for 
charitable organizations, which would be modelled substantially on the 
present paragraph (e) but which would specifically include trusts for chari- 


table purposes. It should be made clear that charitable organizations can 


155 


carry on their work inside or outside Canada, While the 1966 amend- 


ment provides partial relief in this regard, we would prefer that the 


definition be expanded further. 


We also recommend that a supervisory body be established, composed of 
members of different departments of government, which might include the 
Department of National Health and Welfare and the Department of National 
Revenue, to grant tax-exempt status to charitable organizations. Once such 
approval was given, it would be subject to periodic review by the super- 
visory body. An appeal would lie from a decision of this body to the courts. 
Every charitable organization, to qualify for exemption, would be required 
to apply for approval to the supervisory body, which would then maintain 
(and perhaps publish) a list of approved charities. This might work some 
hardship in those cases where victims of a disaster within a community were 
given relief by a charitable organization newly established for the purpose. 
Often the response to such a campaign is great during the first fortnight 
or so when the disaster is news, but might be small by the time the charity 
could be expected to have received approval. Perhaps the answer to this 
problem would lie in requiring not prior approval, but approval at some 
time, in order to have the receipts recognized as deductions for tax pur- 
poses. This would not necessarily preclude the use of receipt forms issued 
by the ea authorities, which could be used on a tentative basis. It would 
seem that a system could be devised whereby the District Tax Office would 
have available official receipt forms, duly numbered, so that they could 


be identified. 


It was suggested to us during the idaingantat! in order for a chari- 
table body to retain its qualification, it should have its statements 
certified each year by an independent auditor. After consideration, we 
concluded that, although obtaining a regular auditor's certificate might 
Place an undue burden on many small charities, it would not be unreasonable 
to require the annual submission of a special certificate signed by the 


responsible officers of the charity and the auditor. Such a certificate 
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could attest to the existence of proper books and records maintained in a 
satisfactory condition, and could refer to a certain minimum checking of 

the accuracy of the statement of operations. Once a charitable organization 
had established a proper system, including its own verification procedures, 
such an annual reporting should not be onerous. As with any other organiza- 
tion, the books of account should be readily available for examination by 
the tax authorities; and because preferred tax treatment is involved, it 


might be advisable to require publication of the annual financial statements. 


As part of the original (or any revised) application for approval as a 
charitable organization, applicants should be required to define the scope 
of their proposed activities and the types of revenue that they expect to 
receive. Because we recommend that the proceeds of the charitable activity 
should be excluded from the tax base of the organization, whether it resulted 
in a profit or a loss, it would be necessary to be relatively explicit as 
to what revenues and expenses were part of such activity. Contributions 
received, portfolio income, receipts from small bazaars, etc., should be 
excluded, as well as the ordinary expenditures. connected with the charitable 
operation. However, any other business income should be specifically in- 
cluded in the tax base. Thus,the question of what income was to be taxable 
and what was to be exempt would be settled as part of the application pro- 
cedure, and should produce only minor difficulties in subsequent years. The 
periodic review already referred to would include examination to ensure that 
the stated revenue allocations (taxable and non- taxable) were being adhered 
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Private Clubs and Similar Organizations. This second group consists of 
organizations at present exempt from tax if they qualify under section 62(1) (i) 
of the Act. This provision exempts "a club, society or association organized 
and operated exclusively for social welfare, civic improvement, pleasure or 
recreation or for any other purpose sia ee che we These organizations 
may engage in activities with outsiders as well as with members, and the 
activities can give rise to profit on sales of goods and services and to 


various other kinds of income. To qualify for tax exemption, no part of 
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the income may be payable to, or otherwise made available for the personal 
benefit of, any proprietor, member or shareholder. Members therefore will 
not receive income directly as a result of the activities carried on. How- 
ever, to the extent that such activities are profitable, the members will 
receive an indirect personal benefit through a reduction in a other 
charges below what would otherwise be necessary or, alternatively, the 


assets of the club itself will increase. 


In practice, many clubs engage in activities with outsiders, presumably 
to the benefit of members, without losing tax-exempt status. The legislative 
requirement that "no part of the income...was payable to, or was...for the 
personal benefit of, any proprietor, member or shareholder" is difficult to 


interpret and apply and would appear to be of limited value. 


Income might also be presumed to arise from activities of clubs involv- 
ing members only. For example, if an individual makes an investment 
from which he derives income in the form of interest or rent, and 
spends the income on recreation, he will be taxable on the income but will 
not be allowed the cost of the reereation for tax purposes. When an indivi- 
dual invests in a recreation club, however, the investment and recreation 
activities are merged in the club and he does not receive any readily 
measurable income from his investment; the income that otherwise would 
have arisen has been used to reduce the cost of his recreation below 
what would have been necessary if he were acquiring it separately, In 
principle, income should be imputed to those individuals who merge these 
income-earning and personal benefit activities; there is no difference in 
the taxable capacity of those who merge the activities and those who do not. 
However, we have already concluded that, at least for the time being, income 


should not be imputed from assets employed for personal use and consumption. 


Organizations of this nature are primarily intended to provide recrea- 
tional facilities or other benefits on a collective basis for their member- 
Ship, instead of having each member attempt to obtain the same benefits on 


an individual basis. Therefore,the cost to the members (fees) is a personal 
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expenditure, and there would be little purpose in taxing the organization on 
the receipt of such fees, as they in turn are expended on providing the re- 
ereational facilities. Just as for the charitable organization, any profit 
or loss on the conduct of the primary activity of the organization should be 
excluded from the tax base. However, in this case there is no reason to 
permit portfolio income to be received as part of this tax-exempt activity, 
for no broad social purpose is involved and, in effect, such income is used 
only to reduce the personal expenditures of the members. Similarly, any 
income from a business other than the primary activity of the organization 


should be taxable. 


Because tax-exempt status is e privilege that should be closely regu- 
lated, we recommend that the same seneral procedure of initial application 
and annual returns suggested for charitable organizations should be followed 
here. The tax euthorities, rather than a separate board, should pass directly 
on these applications, subject to appeal to the courts, and should publish a 
list of the organizations approved. The annual returns should include finan- 
cial statements that show separately income from the operations of the approved 
activity and any other income. One section of the legislation, similar to 
the present section 62(1)(i), should set out the types of organizations eli- 
gible to apply. The requirements for maintaining eligibility would be estab- 


lished by regulation. 


Because an organization would define its exempt activity in its initial 
(or any revised) application, it should not be unduly difficult to segregate 
taxable and non-taxable activities. It should be provided that membership 
fees and the revenue from dining and bar facilities attributable to their 
use by members and a limited number of guests are part of the exempt activity. 
Business with non-members should be defined to be a separate activity. Any 
other activities, for example, retail outlets, that were operated for the 
convenience of members, and any revenue from non-menibers received from the 
primary activity, should be permitted to be included in the exempt category 
as long as the total annual gross revenue of all such activities did not 
exceed a stipulated percentage, say, 5 per cent, of the gross revenue of 


the primary operation. 
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Organizations of this general type represent basically a non-dividend- 
paying form of consumer co-operative, and should be taxed in the same general 
fashion. Thus,a private club would be taxed on an amount equal to its un- 
distributed property income and business income from activities unrelsted 
to the primary activity of the orranization. Distributions of such income 
would be taxable in the hands of the members, and should only be deductible 
to tne extent that half of such payments had been paid unconditionally in 
cash, and they should be subject to the standard withholding tax of 15 per 


cent. 


Thus, profits realized from exempt activities would not be subject to 
tax, and losses from these activities would not be eligible for offset against 
other income, This treatment differs in form, although it is unlikely to 
differ in substance, from that recommended for co-operatives, for any income, 
as well as any loss, arising from the primary activity of the club would be 
excluded from the tax base. We consider this necessary in order to eliminate 
the complexities of determining the amount of income of a private club under 
the standard rules when membership fees and large capital expenditures are 
involved. We do not feel that this procedure would produce inequities between 


“private clubs and competing organizations. 


A club, therefore, would not be permitted to accumulete property income 
or unrelated business income free of tax to subsidize the provision of per- 
sonal goods and services to members. Also, because these organizations 
should be taxed in a manner similar to co-operatives, if eventually a pro- 
cedure was established for imputing income on certain assets, the requirement 
Should also apply to this group of organizations. In any event, the use of 
an imputed income provision would be preferable to any form of gross revenue 
tax, an alternative that has been suggested as a means of reducing the com- 
petitive advantage that tax-exempt organizations have over ordinary business 


operations, 
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Other Non-Profit Organizations. The general composition of this third group 
of organizations has already been discussed. It includes agricultural organ- 
izations, professional organizations, boards of trade, chambers of commerce, 


and labour organizations. The present tax treatment of these organizations 


is similer to that cutlined for private clubs. 


As the organizations contained in this group possess some special char- 
acteristics that set them apart from private clubs, we are proposing that 
they be taxed in a manner nearer to that recommended for charitable organ- 
izations. To reduce the advantages of the deferment of tax involved, 
we also propose that a postponement fee (discussed below) should be 
applied tc income from portfolio investment that is not to be taxed at the 
corporate rate. Therefore, designation as an organization of this kind could 
be a valuable concession and should be limited in application. We recommend 
that the legislation should set out the general requirements for approval, 
that the tax authorities should pass directly on the applications and annual 
returns (subject to appeal to the courts), and that a list of those ye ee 
tions that become qualified should be published. Because preferred tax 
treatment is involved, it might also be advisable to require publication of 


their annual financial statements as a condition of qualification. 


Contributions and donations to these organizations, for example, member- 
ship fees and union dues, would not be deductible as charitable contributions, 
but would usually qualify as ordinary business or employment expenses. Al- 
though these organizations would make few disbursements to members, when they 
do occur, as in the case of strike pay, they would be included in the income 
of the recipient. We recommend that distributions to members should be de- 


ductible to the organization and taxable to the members. 


We propose that the income of these organizations should be treated in 
the same general way as we recommend for the income of charitable organizations. 
Thus,the net income from non-portfolio investment should be taxed at the 
corporate rate, and portfolio income should be exempt from the corporation tax. 


Again, the primary activity of the organization, as defined in its application 
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for special tax treatment, should be an exempt activity for tax purposes, 
whether it resulted in a profit or a loss on operations. Membership fees 

and contributions, portfolio income, and a limited amount of revenue from 
ancillary activities would be specifically included in the exempt activity, 
and any corporation and withholding taxes applicable to such faces should be 
refunded. Business conducted with non-members, other than the minimum allowed 
for administrative reasons, would similarly be defined to be a separate busi- 
ness. We also recommend that, because the portfolio and sundry business 
income would receive special tax treatment, the tax authorities should en- 
sure that if such income was being used for the direct benefit of members 

it be reflected in their income. This last requirement should be a problem 


only if employee or shareholder benefits were derived through the organization. 


These proposals provide opportunities for the substantial deferment of 
income through these organizations. This deferment could arise because 
contributions would generally be deductible, because portfolio income would 
not be subject to tax at the organizational level, and because members would 
only be taxed on their interest in the organization when benefits were re- 
ceived. Elsewhere in the Report we recommend that the tax advantages of 
such deferment should be reduced or eliminated, either by the imposition 
of a substantial withholding tax on any income that was not allocated (and 
taxed) to the beneficiary, or by the imposition of a postponement fee tc 
compensate for the delay in the distribution of the income. In this case 
the latter alternative would appear to be preferable. Thus, any undistributed 
portfolio income should be subject to a postponement fee of up to 15 ver 
cent. This fee would not be refundable, and the member would still be taxed 


in full on any benefits received. 


Obviously an organization can have more than one purpose. However, it 
should be possible to classify each non-profit organization as a member of 
one of the three groups we have described. Where the organization had several 
purposes, and no one purpose clearly dominated, it would be reasonable to 
require that procedures be established to account separatelv for the acti- 


vities related to each purpose. 
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CONCLUSIONS AND RECOMMENDATIONS 


CO-OPERATIVES 


Co-operatives should be taxed at the ccrvorate rate on their taxable 


incomes. 


Patronage dividends should be deductible in computing the taxable 
income of co-overatives to the extent that half of them had been paid 
unconditionally in cash, that is, the deductible amount of such divi- 
dends could not exceed twice the amount thereof vaid in cash. There 


should be no cther limitation on the deduction of patronage dividends. 


Losses arising from the business activity of providing consumer goods 
and services to members of the co-operative should not be deductible 
from any other income of the cc-onerative, and should only be eligible 
to be carried back two years and forward indefinitely against income 
from the same activity. Business conducted with non-members should 

be considered as a source of income separate from the business with 


members, 


The three-year exemption from tax of new co-operatives should be dis- 
continued. However, the cther provisions recommended for new and small 


businesses in Chapter 22 should also be available to co-overatives. 


Patronage dividends, whether vaid in cash or attributed, and including 
those relating to consumer socds or services, should be subject to a 
withholding tax of 15 ver cent and should be included in the income 

of the member. The withholdins tax would be calculated on the full 
amount of vatronage dividends and deducted from the vortion naid in 


cash, 


CATSSES POPULAIRES AND CREDIT UNICNS 


6. 


Credit unions and caisses populaires should be taxed at the corporation 


income tax rate on their taxable incomes. 
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7. Interest and dividends paid and credited to members, and interest re- 
bates made on a patronage basis, should be deductible in computing the 
taxable income of credit unions and caisses populaires to the extent 


that half the amounts were paid unconditionally in cash. 


8. Losses arising from the business activity of providing loans to 
members should not be deductible from any other income of the credit 
union or caisse populaire, and should only be eligible to be carried 
back two years and forward indefinitely against income from the same 


activity. 


9. Interest and dividends paid or credited on deposits and shares , and 
interest rebates made on a patronage basis, should be subject to a 
withholding tax of 15 per cent (to be deducted from the portion thereof 


paid in cash), and showld continue to be taxed to the recipients. 
MUTUAL INSURANCE COMPANIES 


10. Mutual general insurance companies should continue toa be taxable at 
the corporation income tax rate. Life insurance companies are dealt 


with elsewhere. 


11. Policy dividends paid and credited by life and general insurance com- 
panies should be deductible in computing the income of the paying 
companies and should be treated as income of the policvholders. Such 
dividends should be subject to a withholding tax of 15 per cent and 


should be included in the incomes of the recipients. 
GOVERNMENTAT, ORGANIZATIONS 


12. No change is recommended in the taxation of bodies controlled by the 


federal or provincial governments or by municipalities. 


PUBLIC UTILITIES 
53: Privately owned public utility companies should be taxed at the same 


rate as other corporations. 
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MISCELLANEOUS TAX-EXEMPT ORGANIZATIONS 


Trt, 


i 


Los 


18. 


All organizations that are to have tax-exempt status for some of their 
activities should be required to apply for such exemption, and to file 
annual information returns and returns of income. Profits and losses 
on the operation of their primary activities (as defined) should be 


excluded from taxable income. 


Charities should vav tax at the corporation income tax rate on busines: 
income, including income from non=portfolio investment, defined as any 
interest of 10 per cent or more in a business, but their other income 


should be exenmot from taxation. 


An interdevartmental supervisory body should be established to srant 
tax~exempt status to charitable organizations and to review this status 


periodically. 


Private clubs and similar non-profit organizations which exist primarily 
for the personal benefit of their members should be taxed at the corpo- 
ration income tax rate on their undistributed income, excevt that 
derived from their primary activities and other sources incidental 
thereto. They should be taxable on income from all other sources, 
including both vortfolio and non-=portfolio income. Distributions 

should be deductible to the extent that half of such payments were 

paid unconditionally in cash, and should be subject to the standard 


withholding tax of 15 per cent. 


Other non-profit, organizations, including agricultural orranizations, 
professional organizations, hoards of trade, chambers of commerce and 
labour orsanizations, should be taxed at the corporation income tax rate 
on the undistributed income from non=portfolio investment. On distri- 
bution, this income should be subject to sross-up and credit. ‘Their 
undistributed portfolio income should be exemot from the edrpor atten 


income tax, but should he subject to a postnonement fee of, say, 15 


mer cent. 


Af 
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REFERENCES 


Aside from grain co-operatives, where outside financing is unusually 
Significant, the ratio of financing by members' investment to outside 


financing has in recent years been running about 1.75 to l.- 
Now section 75(1). 


This restriction is now contained in section 75(3) which, in effect, 
allows certain interest payments to be calculated as part of income 


for the purpose. 
Now section 75(2). 
Now section 73(1). 
Section 62(1)(k). 


Jn the case of credit unions, the capital invested by the members is 
usually represented by shares, whereas in the case of caisses populaires 
it is largely in the form of deposits. The caisses populaires lend a 
considerably higher portion of their funds in the form of mortgages on 
real estate. Credit Unions in Canada, Ottawa: Départment of 
Agriculture, 1964, gives the following information in this respect 

for 1963 (the institutions in Quebec being mostly caisses populaires 


and those in other provinces being mostly credit unions): 


Percentage of Total Liabilities 


Quebec Rest of Canada 
Shares 26) Te 
Deposits 82 14 


Percentace of Total Assets 


Quebec Rest of Canada 


Mortgages ho 14 


10/ 
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The relative importance of shares and deposits as a means of obtaining 
funds varies from one province to another. Dividends are roughly 
synonymous with interest. For the purpose of simplicity, from this 
point on the phrase "interest on shares and deposits" should be inter- 


preted to include all dividends paid on shares. 


In determining this economic gain, a member's interest in the retained 
unallocated earnings is probably of no value. Unlike an interest in an 
ordinary corporation, it is not realizable by sale, and on a winding-up 
of the orgenization, because of provincial laws, there is often no 
possibility (or at best a remote possibility), that the member will 


receive any part share of the retained earnings, 


Where the money borrowed is used to earn income from a business or 
property, anv differential is automatically taxed because it reduces 


interest expense. 


These exemptions are provided for in section 62 of the Act. For cone 


venience we shall treat the term "organization" as including a trust. 


For example, the exemption of credit unions and caisses populaires, 
new co-operatives (for three years) and government-owned public 
utilities are referred to elsewhere in this chapter; trusts under 
various types cf employee benefit plans sere dealt with in Chapter 16; 
personal corporations are discussed in Chapter 19; and foreign busi- 


ness corporations in Chapter 26. 
Section 62(1)(b). 
Section 62(1)(c). 


Section 84 of the Income Tax Act, and the Financial Administration Act, 


R.S.C. 1952, Chapter 116, Schedule D.. 
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The British North America Act provides in section 125 that "No lands 
or oroperty belonging to Canada or any province shall be liable to 
taxation". It appears from decided cases that even if this section 
did not exist, it would be inconsistent with the scheme of the Act to 


permit the federal government to tax a province or vice versa. 


The Corporations Tax Act, R.S.0. 1960, Chapter 73, section 58, and 


The Corporation Tax Regulations (Ontario), section 801 


Section 85. 
Ot) > T, C, 53, p. -96. 
Goff v. Webb (1602) Toth 30; White v. White (1802) 7 Ves. 403. 


Department of National Revenue, Information Bulletin No. 17, outlines 


in general the qualifications required for charitable donations. 


The enactment of the provision dealing with charitable trusts (the 
present section 62(1)(g)) was made necessary by court decisions which 
held, in effect, that a trust for charitable purposes was not a 
"charitable institution" and presumably would not qualify as a 
"charitable organization" under section 62(1)(e). M.N.R. v. Trusts 
and Guarantee Company Limited, [1940] A.C. 138; Executors of the 


Honourable Patrick Burns v. M.N.R., [1950] A.C. 213. 


Fowever, the Budget of March 29, 1966, proposed that under certain 
circumstances recognition be given to contributions to non-resident 


charities. 
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CHAPTER 21 
TRUSTS 


Broadly speaking, a trust arises when property is transferred to a 
person, the trustee, who by accepting the trust undertakes to hold such 
property for the benefit of the beneficiaries of the trust. The trustee 
holds title to the trust property and usually has certain powers of management 
over it, but the income from, and the capital or "corpus" of, the trust 
property will ultimately be distributable to the beneficiaries in accordance 
with the terms of the trust plafe Trusts may be created during one's lifetime 
or by will, and may endure for varying periods of time. The income from 
trust property may be distributed as received or after a period of accumulation; 
the capital of the trust may be partially distributable during the term 
of the trust, but any part not so distributed is distributable on its 
termination. The beneficiaries of a trust may be identified at the outset 
or only over a period of time. The beneficiaries entitled to income and 
those entitled to capital of the trust may or may not be the same. The 
rights of the beneficiaries to income and ative may be specified in the 
trust, or the trustee may be given a discretion to distribute or to 
accumulate income, to hold or distribute the corpus, or to select from 
members of particular classes of possible beneficiaries those to whom 


distributions of income or capital will be made. 


The trust is a very flexible legal instrument that can be adapted to 
a@ variety of purposes. It is this very flexibility which makes it difficult 
to tax trusts properly and fairly, not only in comparison with other forms 
of intermediary such as partnerships and corporations but also in comparison 
with property transferred directly to a beneficiary rather than through a 


trust. 


While there are problems associated with the taxation of other property 


that flows through a trust, it is the taxation of gifts to a trust that 
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causes the most difficulties. Under the present tax system such gifts 

are, in general, subject to either a gift tax or an estate tax. These 

taxes apply to a transfer of property to be held in trust in exactly the 
same manner as a transfer made directly to a donee. The liability for 
payment of these taxes rests primarily on the donor or his estate. We have 
proposed that the gift tax and the estate tax should be eliminated, and 

that gifts should be included in the income of the recipient as part of the 
comprehensive tax base. We have also recommended that the donee should be 
primarily liable for the tax, although in some circumstances the donor might 
have an obligation to withhold tax. Under this proposal a trust would 
include in its tax base not only the income from a business or from property 


but also any gifts or bequests which it received. 


A trust is an intermediary, much like a corporation or a co-operative, 
and, as such, is a conduit through which income passes on the way to the 
beneficiaries. As a conduit, the trust does not in itself have a taxable 
capacity, but rather represents the individuals who are its ultimate 
beneficiaries. Thus, any taxes levied on the trust should be regarded 
as having been collected on behalf of the individuals who are the ultimate 


beneficiaries of the income being taxed. 


Throughout this Report we have stressed the importance of equity and 
neutrality in the tax system, which means that individuals should be taxed 
on substantially the same basis regardless of whether income is received 
directly or is accumulated by an intermediary. We have pointed out that to 
attain greater equity it is necessary not only that the tax system should 
be as neutral as possible in its impact but also that all taxpayers should 
pay their tax liabilities as soon as their ability to pay has increased, 


whether the increase was direct or indirect. 


To attain these objectives it is necessary that different types of 
intermediaries should be treated in the same way for tax purposes, as far 


as this is possible. We have proposed that a corporation should pay tax 
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at the top personal rate of 50 per cent; thet amounts distributed or 
allocated to the shareholders should be included in their incomes, 
grossed-up to include the tax; and that the shareholders should be entitled 
to a credit for the tax paid by the corporation. We propose the same basic 
approach to the treatment of trusts. Accordingly, trusts ahotha be taxed 

in much the same way as other types of intermediaries that accumulate income 
for the individual, and income of a trust (including gifts) should be 
brought into account at the same time as income of any other intermediary 
or individual. The trust should be regarded as an instrument to be employed 
for good personal or business reasons and should not be permitted to be 


used as a tax-avoidance device. 


For these reasons the provisions applicable to trusts should be 
analogous, as far as possible, to those proposed for corporations. There 
are a number of difficulties, discussed later in this chapter, that arise 
when applying such a procedure to trusts. Accordingly, while our proposals 
for the taxation of trusts are consistent in principle with those for the 


taxation of corporations, they necessarily differ in detail. 


Trusts frequently receive gifts or bequests which would be free of 
tax under our proposals if received by the ultimate beneficiary, who was 
a member of the family unit of the donor. It would obviously be unfair to 
tax the trust on such income and require the beneficiary to claim a refund, 
particularly if his right to the gift, and therefore the refund, could not 


be established for a considerable period. 


To meet these difficulties, we propose a number of modifications to 
the general approach which we have adopted for dealing with intermediaries. 
The major modification we propose is to permit a trust to pay tax at the 
rates which would be applicable if a prospective beneficiary had received 
the payment directly, rather than at the top personal rate 2/. This would 
result in neutrality of treatment between a gift made directly to a 


beneficiary and a gift to be held in trust for him. It is important that 
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a direct gift should not be taxed either more or less favourably than 

a bequest in trust for the same prospective beneficiary. if, nowever, 

the terms of the trust were such that the prospective beneficiary could not 
be determined with reasonable probability, the trust would pay tax at the 


top personal rate. 
TERMINOLOGY 


The divisibility of property into many successive interests, limited 
in time and enjoyment, made the development of the trust possible. But at 
the same time it created the necessity of the trustee, as fiduciary, being 
held strictly accountable for all the various interests in the property 
held by the trust. Because some beneficiaries may have an interest only 
in the income of the trust, while others have rights to distributions out 
of capital, the division between capital and income is one which is funda- 
mental to trust law. A trustee must, under the applicable trust law and 
trust instrument, determine for whose benefit various kinds of payment are 
received, and against whose interest in the trust, expenditures should be 


charged. 


The terms "income" and "capital" have meanings which are reasonably 
well defined under trust law, and it is common in wills or other trust 
instruments to provide for payments out of income or payments out of 
capital. However, income as determined for the purposes of trust law may 
not be the same as income determined for tax purposes. For example, if 
a trust receives a stock dividend from a corporation, the stock dividend 
will be capital for trust purposes, but may result in income to the trust 
for tax purposes. Depreciation would normally not be taken into account 
in determining income under a trust instrument, but capital cost allowances 
would be deductible and recapture of depreciation would be includible in 
computing income for tax purposes. While gifts, bequests, and certain 
property gains are regarded as capital under a trust instrument, under 


our proposals they would be treated as income. For these and other 
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reasons, it 1s quite possible that the income of a trust for trust purposes 
may be either greater or less than the income for tax purposes. Accordingly, 
under our proposals the distinction between income and capital for trust 
purposes would not be relevant, and the significant factor for income tax 
purposes would be whether a distribution was made from income of the year 


as determined for tax purposes or was made from accumulations. 


In this chapter we use the term "income" only in the sense in which 
it is used for tax purposes, unless the context clearly indicates otherwise. 
We use the expression "current income" to mean income earned or otherwise 
arising in a trust in a particular year. By the terms "accumulation" 
or "accumulated income" we mean amounts that were received by the trust 
as income or otherwise in a prior year, but were not distributable to bene- 


ficiaries in that year and have been retained in the trust. 


When we refer in this chapter to an amount being "distributable" in a 
particular year, we mean that it is either distributed in that year or the 
beneficiary has a right to enforce payment of it in the year. The amount would 
be included in the beneficiary's income (unless it was an amount which was tax 


free to him) at the time it became distributable to him under this definition. 


The above-mentioned terms are significant, because the treatment of 
amounts distributable to a beneficiary out of current income would differ from 
the treatment of amounts distributable out of accumulations. If the "income" 
as determined for trust purposes was greater than the income as calculated 
for tax purposes, the amount distributable to an "income beneficiary" may be 
regarded for tax purposes as partly a distribution out of current income and 
partly a distribution out of accumulations. On the other hand, if the "income" 
as determined for trust purposes was less than the income as determined for 
tax purposes, the amount distributable to "income beneficiaries" would be 
entirely out of current income, and the balance of the income as determined 


for tax purposes would be distributed to "capital beneficiaries" or accumulated. 
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PRESENT TAXATION OF TRUSTS 


Property received as a gift by a trust is now treated as corpus of the 
trust, and is not taxed as income of the trust any more than a gift received 
by an individual is taxed as his income. To avoid confusion we will use the 
tern "trust fund” when speaking of tne corpus of a trust. Income of a trust 
under the present law is either income from property, such as interest, divi- 
dends or rent, or income from a business carried on by the trust. Income 
which is accumulated rather than distributed usually becomes part of the 
trust fund, although its disposition will depend upon the terms of the trust 


instrument. 


The income tax treatment of trusts is provided for in section 63 of the 
Income Tax Act. A trust is treated as a sevarate tax-paying entity, taxable 
on its income at the same rates as an individual, but is not entitled to any 
personal deductions. However, in some respects a trust is regarded as a 
conduit and may deduct any part of its income which is paid or payable to 
beneficiaries in the year. Such distributions are taxed to the beneficiaries 
as their income. Accordingly, in considering the taxation of the income of 
a trust for a particular period, one must differentiate between the income 
which is distributed to the beneficiaries and that which is accumulated in 


the trust. 


The conduit principle is also applicable to a number of deductions. 
The trustee may allocate among the beneficiaries the capital cost and the 
depletion allowances which he could otherwise claim. Tax credits such as 
the dividend tax credit and the foreign tax credit, that would otherwise 
be available to the trust, may be claimed by the beneficiaries to the extent 


that such credits are allocable to the income paid or payable to them. 


The Income Tax Act, in common with the United Kingdom and United 
States legislation, has provisions to prevent avoidance of tax where the 
taxpayer transfers property to a spouse or a minor child, or where the tax- 


payer retains a benefit in or specified rights over the trust property af 
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There are also provisions to prevent the reduction of tax payable by trusts 


on accumulated income by the creation of "multiple" trusts 4/. 


The basic method of taxing trusts with respect to currently distributed 
income is similar in Canada, the United Kingdom and the United States. 
This method seems reasonable and is consistent with our overall approach 
of treating the intermediary as a conduit, and taxing the income in the 
hands of the beneficiary. It is in dealing with accumulated income and 
distributions of capital that most of the problems appear, and the methods. 
of the three countries differ. In addition, our recommendation to tax 
gifts in the hands of the donee would add a new factor to the taxation of 


Brusts. 


A summary of the main features of the taxation of trusts in the United 


Kingdom and the United States is given in Appendix B to this Volume. 
PROPOSED TAXATION OF TRUSTS 
Proposal in Outline 


A trust is an entity which acquires property by way of gift, or bequest, 
or for a consideration, and earns income from the holding or disposal of 
property, from business, or otherwise. It incurs expenses in the process of 
earning income. It makes distributions to beneficiaries either out of current 
income or out of accumulated assets. Accordingly, a trust is an intermediary 
for the beneficiaries. The trustee is ina fiduciary position which is 
somewhat similar to that of the directors of a corporation or a co-operative. 
In these circumstances, it is our opinion that for reasons of equity, 
neutrality, and administrative convenience, a trust should be responsible 
for filing returns and paying an initial tax on the income of a trust, but 
that the ultimate burden of tax should be borne by the beneficiaries and 
should be measured by their ability to pay. The trustee should have no 


personal liability to pay tax, except out of the assets under his control. 


We have recommended that income tax should be imposed on corporations 
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at the top personal income tax rate of 50 pis cent. The income of a 
corporation could then be distributed or allocated to the shareholders, 
who would be entitled to refunds if they were taxable at lower rates. 
Trusts differ from corporations in a number of important respects which 


may be summarized as follows: 


ge Trusts often receive gifts and property passing on death, which, 
under our proposals, would not be included in income if received by a 
member of the family unit of the donor but would otherwise be included 
in’ income.’ )Thesbeneficiaries: or possible’ beneficiaries of attruse may 


include members of the donor's family unit. 


ja The profits of a corporation can be distributed or allocated to the 
shareholders year by year. While the ownership of the shares may 
change, the persons entitled to any distributions which may be made 
at any particular time can be readily determined. This is not always 
feasible in the case of a trust because the interests of the benefi- 
claries are often discretionary or contingent. The ultimate benefi- 
ciary of accumulated income, including ee or bequests, may not be 


known for a number of years. 


2 The interests of shareholders in a corporation can be bought or sold 
from time to time and, in the case of publicly held corporations, the 
shares are freely marketable. Interests of beneficiaries in trusts 
are often not readily salable, particularly because they are often 
contingent and depend, for example, upon whether the beneficiary or 
some other person will be alive at the time of the vesting of his 
interest. Accordingly, the beneficiary usually realizes on his interest 
in a trust only when it is distributed to him. One exception to this 
is a trust which issues transferable units, such as an investment trust, 


or unit holders’ trust, which is discussed later in this chapter. 


Our recommendations for the taxation of trusts differ from those relating 


to corporations in some ways in order to take account of these differences. 
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However, our recommendations are intended to accomplish the same general 
objectives, and to achieve as far as possible neutrality of treatment of 
gifts and other income, whether received by trusts, corporations or individuals. 
Our proposals are designed to impose tax on trusts at equitable rates and to 


prevent the use of trusts to avoid or defer payment of tax. 


We recommend that gifts or other income received by trusts should be 
subject to an initial tax. In the absence of a special provision. to the 
contrary, the rate of initial tax should be the top personal rate of 50 per 
cent. However, where a gift or other income was distributable currently, 
the beneficiary should be entitled to elect that the income would be 
taxable to himself, with the result that the trust would not pay tax. 

In the case of a gift or bequest or other income which was not distri- 
butable currently, but which was accumulated in a trust for the benefit 
of a prospective beneficiary who could be identified with reasonable 
probability, the prospective beneficiary should be entitled to elect that 
the initial rate would be the rate which would have been applicable if 

he had received the income directly. Where the trust received a gift 

or bequest and the beneficiary who was entitled to the income from 

the gift or bequest or the prospective beneficiary of the corpus was a 
member of the family unit of the donor, there should be no initial tax on 
the gift or bequest. However, where the prospective beneficiary or 
beneficiaries could not be identified with reasonable probability, or where 
no election was made, the initial tax would be payable at the 50 per cent 


rate. 


When a trust distributed property to a beneficiary there would be a 
disposition, and the trust should be deemed to have received the fair market 
value, unless the distribution represented property given to the trust, and 
the beneficiary was a member of the donor's family unit. This is consistent 
with our proposals outlined in Chapter 15 that the making of a gift should 
be a disposition that would be deemed to have been made at the fair market 


value of the property given. It is also consistent with our recommendation 
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that upon a distribution of property by a EOE TRS to its shareholders 

there should be a disposition at fair market value. This proposal would 

affect the amount of income which had accrued in the trust and which would there- 
fore be subject to initial tax in the trust. It may be significant under our 
rules relating to the order of distribution in determining what part of the 


amounts distributed would be included in the incomes of the beneficiaries. 


An amount distributed or distributable by a trust to a beneficiary should 
be included in his income unless the amount represented a gift and the 
beneficiary was a member of the donor's family unit. The amount distribut- 
able would be grossed-up to include any initial tax which had been paid by the 


trust, and the beneficiary would be entitled to a credit for the tax paid. 


If a trust had been established prior to the effective date of the 
legislation implementing our proposals, the amounts ultimately distributed 
should be free of tax to the extent of the value of the property held in the 
trust on the effective date. Such property may already have been subject 
to gift tax, estate tax, or income tax, or may represent capital gains which 


had accrued prior to the effective date. 


Where a trust received a gift or other income which was distributable 
to a beneficiary in the same year in which it was included in income, the 
implementation of our proposals should be fairly simple. However, in 
relation to a gift or other income which was accumulated for distribution 
at a later time, particularly if the rights of the beneficiaries were 
contingent or depended upon the future exercise of a discretion, the provi- 


sions required to implement our proposals would necessarily be more complex. 


In some cases, there is one general trust fund from which various 
payments and distributions are to be made to various beneficiaries. In 
other cases, a trust is divided into different funds which are to be held 
for different beneficiaries. In order to Bc tavk Fic the calculation of initial 
rates of tax and to deal with all beneficiaries as equitably as possible, we pro- 


pose that if a fund was established urder a trust and was required to be 
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kept separate from other assets of the trust, the fund should be regarded 
as a separate trust for the purpose of calculating the initial rate of tax 
and for the purpose of determining the tax credit to which the beneficiary 
will ultimately be entitled. Similarly, if specific property was to be 
held in trust for distribution in a particular way, it should be treated 
as a separate trust for these purposes. References in this chapter to a 
trust should be taken to include reference to such a fund or such specific 


property where applicable. 


Our basic proposals are set out in Tables 21-1 and 21-2, They may be 


summarized as follows: 


.. The income of a trust, calculated in the same way as the income of 
any other taxpayer, and including gifts and bequests, should be subject 
to an initial tax for which the beneficiaries (other than non-residents) 
would receive credit. In the absence of a special provision to the 
contrary, the initial tax would be at the top personal rate of 50 per 
cent, but this would be subject to the special provisions referred to 


below. 


ae A resident beneficiary to whom income was distributable in the year 
it became income of the trust would be entitled to elect that he, 
rather than the trust, would be subject to tax on the income. Where 


such an election was made, the trust would not be entitled to a 


refund of tax in respect of dividend income, interest income, or foreign 
income, which was distributable to the beneficiary who made the election, 
but that beneficiary would be entitled to credit for his proportion of 


the tax which would be refundable to an individual receiving such income. 


If income was not distributable in the year in which it was earned, 
but was accumulated, its treatment would depend upon whether there was 
a "prospective beneficiary" for whom it was being accumulated. An 
individual would be a prospective beneficiary of an amount if it was 


indefeasibly vested in him, or if he would be entitled under the trust 
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instrument to receive the amount, if he was living, not later than 
the death of an income beneficiary who was older than he by at least 
ten years or on his attaining a specified age not exceeding forty years, 


or on the later of these events if both conditions were applicable. 
If trust income consisted of a gift or bequest and: 


a) it was distributable in the year to a member of the donor's 


family unit, 


b) it was held for a prospective beneficiary who was a member of 


the donor's family unit, or 


c) all the income from the given property as determined either 
for tax purposes or trust purposes was distributable to one 


or more members of the donor's family unit, 
no initial tax would be payable on the gift or bequest. 


If a gift was accumulated in a trust for a prospective beneficiary 
other than a member of the donor's family unit, or if income other 
than a gift was accumulated for any prospective beneficiary, the 
prospective beneficiary would be entitled to elect that the initial 
tax would not be calculated at the rate of 50 per cent, but would be 
the amount of additional tax which would have been payable by him 
(i.e., the total tax he would have paid if he had received the income 


directly, less the tax actually payable by him on his income). 


If a gift or bequest was accumulated in trust, and no election was 
made as described in paragraph 5, whether or not anyone was eligible 
to make such an election, a life tenant or other income beneficiary 
who was entitled to all the annual income derived from the gift or 
bequest would be entitled to elect to receive interest from the 


government each year at the rate of, say, 5 per cent or 6 per cent on 


10. 
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the amount by which the 50 per cent initial tax exceeded the tax which 
would have been payable if the gift which produced the income distri- 


butable to him had been taxed as part of his comprehensive tax base. 


When property was distributed to a beneficiary, the trust would 

be deemed to have disposed of the property at its fair market value 
and any resulting gain or loss would be taken into account in computing 
the initial tax unless the property was a gift which was distributed 


to a member of the donor's family unit. 


A beneficiary would include in his comprehensive tax base all amounts 
which became distributable to him from a trust in the year, whether 
out of income or corpus. This should be subject to the following 


exceptions: 


a) A gift received by the trust which was distributable to a 
member of the family unit of the donor would not be regarded 


as income. 


b) Amounts distributable out of trust assets on hand at the 
effective date of the legislation would be tax free. 
Property gains which had accrued in the trust up to the 
‘effective date would be free of tax to the same extent as 


similar gains of any other taxpayer. 


The initial tax on any income would be deemed to have been paid by 
the trust on behalf of the beneficiary who ultimately became entitled 
to the income, in the same way as a withholding tax. Accordingly, 
the amount which he would be entitled to receive from the trust would 
be reduced by the amount of the initial tax deemed to have been paid 


thereon. 


Amounts distributable to a beneficiary and included in his income 
would be grossed-up to include any initial tax paid. The beneficiary 


would receive credit for the initial tax, and if it exceeded his tax 
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otherwise payable, he would be entitled to a refund of the excess. 
Our proposed rules for determining the rate of initial tax which had 
been paid on any particular distribution are discussed later in this 


chapter. 


1l. Where trust income, other than gifts and bequests, was distributable 
in the year to a non-resident beneficiary, or was held for a non- 
resident prospective beneficiary, the 50 per cent initial tax would 
not be reduced and amounts distributed to the beneficiary would be 
subject to a withholding tax at the rate applicable to dividends. 
However, the non-resident beneficiary would be entitled to elect 
that instead of the 50 per cent initial tax and the withholding tax, 
the income payable to him would be subject to the same withholding 
taxes as if the income had been paid to him directly. Gifts and 
bequests which were distributable to a non-resident beneficiary would 
be subject to initial tax at the rate of 530 per cent, and no further 


withholding tax would be payable. 


It will be seen that the tax treatment we propose would depend upon 
the type of income of a trust, or of a fund established under a trust, the 
time at which the income was distributable, and the type of beneficiary 
who was entitled or expected to receive the income. This tax treatment is 


set out in Tables 21-1 and 2l-e. 


Table 21-1 shows our proposed tax treatment of gifts received py a 
trust, including property passing on the death of an individual to the 


trust arising on his death. 


Table 21-2 shows the proposed tax treatment of income of a trust other 
than gifts and bequests. This would include income from trust property, 


and property gains realized by a trust. _ : 
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TABLE 21-1 


PROPOSED TREATMENT OF GIFTS RECEIVED BY A TRUST 


Proposed 
Type of Beneficiary When Distributable a/ Tax Treatment b/ 
Member of donor's Currently Free.of tax 
tax unit 
Member of the donor's At future time Free or tax 
tax unit was prospective 
beneficiary 
Beneficiary not a member At future time Free of tax 


of donor's tax unit, but 
a member of donor's tax 
unit was entitled to the 
annual income from the 
property given or be- 
queathed 


Resident who was not a Taxable, but benefi- 

member of donor's tax ciary may elect to 

unit include gift or 
bequest directly in 
his income in which 
case no initial tax 
would be payable 


Currently 


Resident who was not a 
member of donor's tax 
unit was prospective 
beneficiary (unless 

3 above applicable) 


Prospective beneficiary 


not determinable 


A non-resident was 
beneficiary or pros- 
pective beneficiary 


At future time 


At future time 


Currently ‘or in 
the future 


Taxable, but prospec- 
tive beneficiary may 
elect that initial tax 
payable by trust would 
be the amount of addi- 
tional tax that would 
be payable if he had 
received the gift or 
bequest directly c/ 


No elections 
provided c/ 


Initial tax will be 

at rate of 30 per cent; 
no withholding tax on 
distribution 


"Currently" means that the gift is distributable to a beneficiary in the 


year in which it is income of the trust. 


"At future time" means that it 


is not distributable to a beneficiary within that year, so that the gift 
is "accumulated" in the trust. 


Except where otherwise indicated the trust would pay initial tax at the 


rate of 50 per cent. 


If item 5 was applicable and no election was made thereunder, or if item 6 
was applicable, and if all the income from the property given or bequeathed 
was distributable annually to a resident beneficiary, the trust would pay 
initial tax at the 50 per cent rate, but the income beneficiary would be 
allowed to claim interest from the government at 5 per cent or 6 per cent 
per annum on the difference between this initial tax and what his tax would 
have been if he had received the gift directly. 


Type of Beneficiary 


Ne 


Resident, whether 
or not a memoer 

of testator's or 
ettlor's family 


(; 
ct 


Resident, wnethex 
or not a member 
of testator's or 
settlor's family 
uni 


Non-resident 
beneficiary or 
prospective 
beneficiary 


TABLE 21-2 


When Distributable a/ 


Currently 


At future time 


AG future time 


Currently or 
in the future 


PROPOSED TREATMENT OF OTHER INCOME RECEIVED BY A TRUST 


Proposed Tax 
yr 


treatment »/ 


Taxacole, but beneficiary 
nay elect to include 
amounts directly in his 
income in which case no 
initial tax would be 
payable 


Taxable, but prospective 
beneficiary may elect 
that initial tax payable 
by trust would be the 
amount of additional tar 
that would be payable i 
he had received the in- 
come directly 


No elections provided 


Initial tax at the 50 per 
cent rate and further 
withholding tax on all 
distributions at the rate 
applicable to dividends. 
But the beneficiary or 
prospective beneficiary 
would be entitied to 
elect that instead of 
this initial tax and 
withholding tax the in- 
come would be subject to 
the same withholding taxes 
as if he had received it 
directly 


"Currently" means that the gift is distributable to a beneficiary in the 


year in which it is income of the trust. 


"At future time" means that it 


is not distributable to a beneficiary within that year, so that the gift 
is "accumulated" in the trust. 


Except where otherwise indicated the trust would pay initial tax at the 


rate of 50 per cent. 


We will now discuss some aspects of our proposals in greater detail. 


Transitional Provisions 


their beneficiaries should be retroactive. 


We do not intend tnat the proposed system of taxation of trusts and 


The gifts and bequests held 


by trusts at the effective date of the legislation may already have been 


165 


subject to gift tax or estate tax. Trust assets on hand at that date may 

also include capital appreciation which under our proposals should continue 

to be tax free. Accordingly, the assets held by trusts, other than inventory, 
which were on hand at the effective date would have to be valued in the 

same manner as property held by any other taxpayer at that date and gains 
which had accrued to the effective date would be free of tax to the same extent 
as similar gains of any other taxpayer. This latter subject is discussed 


in Chapter 15. 


Subject to the exceptions relating to inventories of a business and 

to the recapture of depreciation which are already subject to tax on 
realization of the property, the gains which had been realized or had accrued 
up to the effective date would not be subject to initial tax in the hands 

of the trust, and would not be taxable to the beneficiaries when distributed. 
However, gifts or bequests received and property gains accruing after the 
effective date would be subject to initial tax in the hands of the trust, 

and would be included in the income of the beneficiaries when distributed 


to the extent and in the manner outlined in this chapter. 
Order of Distribution of Trust Assets 


Because some accumulations in a trust may be tax free because they were 
gifts accumilated for a member of the donor's family unit or amounts 
accumulated to the effective date of the legislation, and others may be 
taxable on distribution on one basis or another, it would be necessary for 
each trust to keep records of current income and the initial tex paid Chereony, 
and of accumulations of income and the initial tax paid thereon. If the 
trust existed before the effective date of the legislation, any remaining 


trust property would represent assets on hand at the effective date. 


In our opinion, it would be essential to adopt rules settling the 
order in which amounts were distributable by a trust. This would be necessary 
in order to determine which distributions to beneficiaries would be taxable 


under our proposals, and which would be free of tax as distributions of gifts 
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to members of a family unit or as property on hand at the effective date 
of the legislation. In the case of a taxable distribution, it would also be 
necessary to determine the rate of initial tax which had been paid on the 
amount distributed to determine the tax credit available to the beneficiary. 


We propose that the order of distribution should be as follows: 


is Amounts distributable in a year would first be regarded as having been 
paid out of the income of the trust for that year, to the extent of 
that income. If the trust had.paid initial tax on that income, the 
beneficiary would gross-up the distribution to include the initial tax 
at the rate paid by the trust, and would obtain credit for this 


tax. 


Amounts distributable in one year to two or more beneficiaries in the 
same class under the trust instrument, would be pro-rated among the 
beneficiaries. If the beneficiaries were not in the same class, amounts 
distributable out of income would be attributed first to the beneficiary 
or beneficiaries who were income beneficiaries under trust law, and 


then to those who were capital beneficiaries under trust law. 


a: Distributions would next be considered to have been paid out of 
accumulations on which the trust had been subject to initial tax. The 
beneficiary would gross-up any such distribution to include the initial 


tax attributable thereto, and would obtain credit for the initial tax. 


er If the trust had received gifts free of initial tax on the ground 
that they were received for the benefit of a member of the donor's 
family unit, further distributions would be regarded as distributions 
of those gifts which would not be taxable to the recipient if he was a 


member of the donor's family unit, but otherwise they would be taxable. 


4, Any further distributions would be considered to have been paid out 
of property on hand at the effective date of the legislation and would 


be free of tax in the hands of the beneficiary. 


‘wae 
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This order of distribution would be applicable to each trust. However, 
as we have indicated earlier, if specific property was held in trust for 
disposal in a particular way, or if a separate fund was established within 
a trust, it should be treated as a separate trust fund. It would not be 
pooled with other assets of the trust in determining the order of distribution, 
and the initial tax on the property and the credit available to the 


beneficiary would be calculated separately. 
Income Currently Distributable 


Income of a trust may consist of gifts or bequests, business income 
or property income. All such income should be subject to initial tax at 
the top personal rate of 50 per cent, unless the rate was reduced by reason 
of an election (as referred to below). However, a gift which was for the 
benefit of a member of the donor's family unit would not be regarded as 


income, and would not be subject to initial tax. 


In Chapter 17 we recommend that where a gift arose on death it should 
be included in the donee's income at the time of actual or constructive 
receipt, but, in any case, not later than twenty-four months after the 
date of death. We also propose that if the identity of the donee was 
not known twenty-four months after the date of death, the gift should 
then be included in the income of the trust arising on death. If the 
gift was to be held in trust under the terms of a will, it should be 
included in the income of the trust at the time letters probate or letters 
of administration were obtained; but, in any event, not later than 


twenty-four months after the date of death. 


If a trust received a gift which was distributable immediately to a 
member of the donor's family unit, or if a bequest was made to a member 
of the family unit of the deceased, the trust (or estate) and the beneficiary 
should file appropriate returns to establish this fact. In that case the 
trust would not be subject to initial tax and, upon receiving the gift 


from the trust, the beneficiary would not be subject to tax. 
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If a trust received a gift which was distributable immediately, or 
if a bequest was distributable immediately to a beneficiary who was not a 
member of the donor's family unit, it would be subject to tax. If a trust 
had income other than a gift, which was distributable within the same year, 
it would be subject to tax whether or not the beneficiary was a member of 
the donor's family unit. In both of these cases the trust would be liable 
to pay initial tax on the income at the rate of 50 per cent, unless an 
election was made as referred to below. The initial tax would be deemed 
to have been paid on behalf of the beneficiary as a withholding tax and 
accordingly the amount payable by the trust to the beneficiary would be 
reduced by the amount of the initial tax applicable thereto. On distribution, 
the beneficiary would include in his income the amount he received, grossed-up 
to include the initial tax, and would be entitled to a credit for the initial 
tax. In this way the treatment of trust income which was currently 
distributable would be similar to that provided for in the case of corporate 


income. 


However, the imposition of an initial tax at the rate of 50 percent 
might cause hardship if the beneficiary was taxable at a substantially lower 
rate, or if the income which was distributable was a gift consisting of 
property other than cash or marketable securities. Accordingly, a resident 
beneficiary should be entitled to file an election that the trust would 
not be subject to an initial tax at the 50 per cent rate on income which 
was distributable during the year to the beneficiary, and that he would be 
subject to tax on such income which was distributable to him. The income 
would be taxable in his hands on the same basis as if he had earned or 
received it directly rather than through the trust. The trust would, of 
course, be required to file a return reporting this income and the amounts 
distributable to beneficiaries in the year. The right to make an election 
of this kind would simplify the procedure for the trustee, for thé beneficiary, 
and for the tax authorities. It would be analogous to an election by a 


corporation to be taxed as a partnership. 
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If a trust received dividend income, or if income was attributed to 
it by a Canadian corporation, the trust would normally be entitled toa 
credit for the 50 per cent corporation income tax. However, if an income 
beneficiary elected to be taxed directly on all of the income, the trust 
should not be entitled to this credit, but rather it should go Seas to the 
beneficiary. Similarly, the trust would not be entitled to a refund in 
respect of withholding tax on interest income or to a credit for foreign 
tax on income from foreign sources. These amounts, as far as they were 
allocable to an income beneficiary who elected to be taxed on the income 
directly, would be credited to him. The amounts distributable to the 
beneficiary would be grossed-up to include the total amount of tax credits 
allocable to him, and he would be entitled to deduct these credits from 


the tax otherwise payable by him. 


If property was settled in trust for the benefit of a minor, with 
power to the trustee to use the income of the trust fund or any part 
thereof for the benefit of the minor until he attained the age of 21 years, 
the income used for the benefit of the minor would be treated as his income. 
In most cases this would probably be taxed as part of the income of the 


family unit of which the minor was a member. 
Income Accumulated 


If a gift or bequest received by a trust was not distributable to any 
beneficiary in the year in which it was included in income, it would be 
subject to an initial tax in the hands of the trust unless it was to be 
held in trust for a member of the donor's family unit. Income other than 
a gift or bequest which was not distributable currently but was to be 
accumulated in the trust would also be subject to an initial tax in the 
hands of the trust. The initial tax would normally be at the top personal 


rate of 50 per cent. However, this may cause hardship if the property 


— 
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was to be held in trust over a long period, and if the ultimate beneficiary 
would be taxable at a substantially lower rate. The hardship would be such 
that it could not be adequately relieved by the eventual payment of interest 
to the beneficiary on the overpayment of tax. Accordingly, where there was a 
prospective beneficiary to whom the accumulated income would probably be 
distributed, the prospective beneficiary should be entitled to file an 
election that the initial rate payable by the trust would be the amount 

of additional tax which he would have paid if he had received the income 


directly. 


For the purpose of applying these provisions, a person should be 
regarded as a prospective beneficiary under a trust only if the terms of 
the will or other trust instrument were such that he was likely to 
receive the trust property. On the other hand, it would seem unduly 
rigorous to require that the property be fully vested in him. We suggest 
that an individual should be considered a “prospective beneficiary" of 
an amount if it was indefeasibly vested in him or if the terms of the 
trust were such that he would receive the amount in question if he was 
living, not later than either of the following events (or than the later 


of the following events if both must occur) $ 


is On the death of an income beneficiary who was older than he 


by at least ten years. 


oy On his attaining an age specified in the trust instrument not 


exceeding forty years. 


This definition of a “prospective beneficiary" would provide a reasonable 
test of whether a remainderman would be likely to receive the corpus of the 
trust or a portion of it in the normal course of events. Sometimes the 
possession and vesting of an amount would be deferred until the death of 


an income beneficiary who would usually be a generation older than the 


remainderman. In other cases, possession and vesting would be deferred 
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until the beneficiary reached a mature age, which ordinarily would not 
exceed forty years. While this definition may require some refinement in 
the legislation, generally speaking it would seem that a beneficiary who 
did not qualify under one or other of the tests suggested would have such 
a remote chance of obtaining the corpus that his tax rates should not be 


used in determining the amount of initial tax payable by the trust. 


Where a prospective beneficiary was eligible to file an election it 
would be necessary for the trustee to report to him the amount of income 
accumulated for him. If the prospective beneficiary then filed the 
election, he would report to the trustee the amount of the additional tax 
which he, or his family unit, would pay if the trust income for the year 
which was not distributable in the year, but was accumulated, had been 
received by him. He would also file with the tax authorities a return 
showing his calculation of the additional tax. Most of this information 
would be derived from his regular income tax return or that of his family 
unit. The income of the trust for the year which was accumulated for him 
would be added to his regular income and the tax calculated. He should 
have the right to calculate the tax on a block averaging basis if he chose 
to do so, but not to assume that he had made any contribution to a 
Registered Retirement Income Plan or any deposit in an Income Adjustment 
Account unless he had actually made the contribution or deposit. The 
amount by which the tax so calculated exceeded his regular tax for the 


year would be the additional tax applicable to the trust income. 


Where there were two or more prospective beneficiaries of a trust 
fund, the problem of arriving at an appropriate amount of initial tax 
would be more difficult. If their prosnective interests were determinable, 
the income could be allocated among them in accordance with their interests 
for the purpose of permitting them to make elections and thereby to determine 
the amount of initial tax. If the interests of the prospective beneficiaries 
were not determinable, and there was a discretion as to which beneficiary 


would receive the fund, an election could be made only if all the beneficiaries 


Lipa 


made the election, and each calculated the additional tax which would have 
been payable if he had received the entire amount of the trust income. 

The trust would then pay initial tax equal to the amount of tax that would 
have been paid by the prospective beneficiary who reported the highest 
additional tax. Where a fund was being accumulated partly for a prospective 
beneficiary and partly for a person who did not qualify as a prospective 
beneficiary, the initial rate would be reduced below 50 per cent only in 
respect of the part of the income which under the trust instrument could 


be identified as being accumulated for the prospective beneficiary. 


In some cases, a gift or other income would be geben in“trust for 
menbers of a class which consisted of infants and might include persons who 
were unborn at the time the trust received the income. For example, it might 
be payable to all the children of a specified person who were living at a 
particular date. In such cases, no prospective beneficiary of any 
particular part of the income could be identified, but it might be quite 
possible to identify with reasonable certainty the ‘family unit or units 
to which the members of the class belonged, or would belong if all of them 
were born. In such a case it would seem reasonable to allow that family 
unit to be treated as a prospective beneficiary and to elect that the 
initial tax would be the additional tax which would have been payable 


by the family unit if it had received the income. 


We recommend in Chapter 17 that where a taxpayer received a gift 
consisting of property other than cash or marketable securities, the donee 
should have the option to pay the tax on the gift in instalments over 
five or ten years with interest. This provision should also apply with 
respect to the initial tax which would be payable by the trust in similar 


circumstances. 
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Alternative Election 


We have considered an alternative solution to the problem which would 
arise because the 50 per cent rate of tax would be higher than that 
applicable to most taxpayers and would involve an overpayment of tax. 

Under this alternative, the trust would pay tax at the top personal rate 

of 50 per cent on gifts or bequests, and interest on an assumed overpayment 
of tax would be payable by the government to the beneficiary who was 
entitled to the annual income from the gift or bequest (referred to below 
as the "income beneficiary"). In many cases, the chief person to suffer 
from the payment of tax at an unduly high rate would be the income beneficiary, 
because the payment of the excess tax on the gift would reduce the fund 
which produced income. The remainderman would recover the overpayment when 
the trust fund was distributed to him. The income beneficiary would be 
compensated for the loss of income by requiring the government to pay 
interest to him each year at the rate of, say, 5 per cent or 6 per cent on 
the excess of the initial 50 per cent tax over the tax which would have 
been payable if the initial gift had been taxed as part of the income 


beneficiary's comprehensive tax base. 


This solution would not give complete or adequate relief in all 
cases. A formla based on an assumed inclusion of the entire trust fund 
in the income beneficiary's income would often produce an unduly high tax 
rate, and would unduly reduce the amount on which interest was payable. 
The entire compensation for the imposition of an excessive rate would be 
payable to the income beneficiary, while the remainderman would be deprived 
of the opportunity for the appreciation in the value of the property which 
was applied in paying the excessive tax. The procedure would involve an 
enforced "loan" to the government. It could not be used where all or 
part of the current income of the trust was accumulated and was not 


distributable to any beneficiary. 
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These considerations make it clear that this procedure would not be 
adequate to provide relief in all cases. However, it would be useful in the 
case of some discretionary trusts where no prospective beneficiary of the gift 
or bequest could be identified and accordingly there would otherwise be no relief 
from the imposition of initial tax at the 50 per cent rate. It might also 
be equitable in the case of some trusts which had prospective beneficiaries, 
but where the protection of the income beneficiary was considered most 


important, 


Accordingly, we suggest that this procedure should be available as an 
alternative which could be elected only if no election had — made by a 
prospective beneficiary to pay initial tax on the gift or bequest at a rate 
lower than 50 per cent. It could be elected by income beneficiaries who 
were entitled each year to receive, or have applied for their benefit, all of 
the annual income arising from the gift or bequest as computed either for 
tax purposes or for trust purposes. If such an election was made, each income 
beneficiary would be required to file an appropriate return to establish 


the amount upon which he was entitled to receive interest. 


Gifts Held in Trust for a Member 
of the Donor's Family Unit 


We recommend in Chapters 10 and 17 that where a gift or inheritance 
was received by a member of the family unit of the donor, it should not be 
subject to tax. By the same token, we recommend that no initial tax should 
be payable on a gift or inheritance to be held in trust for the donor's 
spouse or another member of his family unit. This would be the case as long 
as either all the income from the given property, as determined either for 
tax purposes or under trust law, was payable annually to members of the 
family unit, or a member of the family unit was the prospective beneficiary 


of the property. 


Where all the income from the property given was payable to a member 


of the family unit, it is reasonable that no tax should be payable on the 
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gift because the property would be used for the benefit of that member Sys 
In view of the possible differences between the amount of income as 
determined for tax purposes, and the income as determined under trust law, 
it would be possible that an income beneficiary who was a member of the 
family unit would not be entitled to all of the income as determined for 
tax purposes. However, it would not be reasonable to impose tax on the 
property in these circumstances. Accordingly, we propose that no initial 
tax should be payable on the gift as long as one or more members of the 
donor's family unit received, or was entitled to receive, all of the income 
from the property as determined for tax purposes or all of the income as 
determined under trust law. The income beneficiaries would, of course, 

be subject to tax on the income from the property which was distributable 


to them. 


If the prospective beneficiary of a gift was a member of the donor's 
family unit, the gift should likewise be free of initial tax, although 
income arising from the gift and property gains on the subject matter of 
the gift would not. If the donated property was ultimately distributed 
to that person while he was still a member of the family unit, the distribution 
would be tax free. Consistent with this treatment, the trust would not be 
treated as having made a disposition at fair market value at the date of 


the distribution. 


If circumstances should change so that neither of the two conditions 
referred to above was present, the trust should be subject to initial tax 
on the donated property at that time. For example, if the prospective 
beneficiary was a dependent child, initial tax would become payable upon his 


ceasing to be a dependent child by attaining the age of twenty-one or otherwise. 


Credit for Initial Tax at the 
Cumilative Average Rate 


We have indicated that an amount distributed by a trust out of 


accumulated income should be included in the income of the recipient, unless 
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it represented a gift to a member of the family unit of the original donor. 
Any initial tax paid by the trust on the amount distriouted would be deemed 
to have been paid on behalf of the beneficiary as a withholding tax and 
accordingly the amount payable by the trust to the beneficiary would be 
reduced by the amount of the initial tax applicable thereto. The amount 

to be included in income would be the amount received, grossed-up to 
include the initial tax paid by the trust. The beneficiary would, then 
obtain a credit for the initial tax and, if this credit exceeded his own 


tax liability, he would be entitled to a refund. 


One problem arises from the fact that the trust may have vaid initial 
tax on different parts of the accumulated income at different rates. In 
some years, tax may have been paid at the 50 ver cent rate. In other years, 
elections may have been made by a prospective beneficiary to pay an amount 
equal to the additional tax he would have paid had he received the income. 
The rate at which this additional tax was calculated may have varied in 
the different years in which elections were made. A prospective beneficiary 
may have died after some income was accumulated and may have been replaced 
by another prospective beneficiary. The variety of possible circumstances, 
and of rates of initial tax, leads to the necessity of some reasonably 
simple but equitable formula for determining the rate of initial tax which 
would be available as a credit to a beneficiary who received a distribution 


of accumulated income. 


We recommend that the gross-up and credit to such a beneficiary 
should be based on the cumulative average rate of initial tax paid by the 
trust on its accumulated income. The cumulative average rate would be 
determined by calculating the total income of the trust, other than 
currently distributable income, which had been subject to initial tax, and 
dividing this amount by the total initial tax paid thereon. When a 
distribution was made to a beneficiary out of accumulated ica the 


grossed-up amount included in his income and the initial tax for which 


he would receive credit would not be considered in any subsequent calculations 
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of the cumulative average rate. It would be desirable for a trust to make 
this calculation year by year so that it would have a record of its 
accumulated income and of the initial tax it had paid on that income. 
No distinction would be made in this calculation between gifts and -other 
income except that gifts accumulated for a prospective beneficiary who 
was a member of the donor's tex unit and which, therefore, would not have 
been subject to initial tax, would be kept in a separate account. If the 
initial tax paid had been unduly high or unduly low, this would be corrected 
when the distribution was made. 
Tax Credits with Respect to 
Dividends and Other Income 

Dividends from Canadian corporations would be included on a grossed-up 
basis in the income of a trust, as they would be if received by any other 
taxpayer. In computing the initial tax, the trust would receive credit 
for the tax paid by the corporation. If the initial tax was lower than 
the credit for corporation income tax the trust should receive a refund in 
the same manner as any other shareholder. This treatment of dividends 
received by a trust is the same in principle as the one we propose for 
dividends received by a corporation. The chief difference in practice 
is that the trust's initial rate may be lower than 50 per cent, and that 


it therefore may be entitled to a refund. 


A trust may receive income of various kinds which had already been 
subject to either Canadian or foreign tax and for which an individual 
recipient would be entitled to a tax credit. This would include dividend 
income as indicated above, interest income which had been subject to a 
withholding tax, and income from foreign sources which had been subject 


to foreign tax. 


If the income was distributable in the year in which it arose, and 
the income beneficiary elected that it be taxed in his hands directly, 


the trust would not be entitled to a refund but would report the amount 
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of the total tax credits to the income beneficiary. The income beneficiary 
would include these amounts in his income and would obtain credit for them 


against his tax. 


If the income was accumulated, and the trust was subject to initial 
tax on the income, the trust would obtain the appropriate tax credits. 
If the credits exceeded the initial tax otherwise payable, the trust would 
be entitled to a refund of the excess. In computing the cumulative average 
rate of tax paid by the trust, the amount of the tax credits which had been 
avplied in reducing the amount of initial tax payable would be deemed to 
have been paid by the trust as initial tax. In this way, the beneficiary 
would receive the appropriate credit when the accumulated income was ultimately 


distributed to him. 
Losses 


In our view, losses incurred by a trust should, as far as possible, 
be treated in the same manner as losses incurred by any other taxpayer. 
The treatment of property losses is discussed in Chapter 15 and the 
treatment of business losses is discussed in Chapter 22. However, in the 


case of a trust, certain special considerations have to be taken into account. 


Where the income of a trust is payable to an income beneficiary and 
the trust fund will eventually be payable to a different beneficiary, any 
losses sustained by the trust will probably be borne by the remainderman 
rather than by the income beneficiary. pear 4 under our proposals, the 
remainderman would not receive any immediate tax relief as a result of 
the losses. The losses would reduce the amount which he would ultimately 
receive from the trust and, in that way, would automatically be taken 
into account in comouting the amount on which he was subject to tax. In 
the event that income was being accumulated in a trust, a loss incurred on 


the disposition of property or a business loss should be deductible from 


other income of the trust in the year of loss. It should also be available 
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to be carried back for two years and forward indefinitely for the purpose 
of computing the amount which was subject to initial tax in the hands of 
the trust. In this way, such losses would be treated in much the same 


manner as losses incurred by a corporation or any other taxpayer. 


If a trust received property by way of a gift or bequest which was 
subject to initial tax on the feir market value, this value would be the 
cost basis of the property to the trust. If the property was subsequently 
disposed of for more than this amount, the trust would have a taxable gain, 
but if it was disposed of for less than this amount the trust would have 
a@loss. Where property, which was specifically identified as the property 
which had been subject to initial tax as a gift, was disposed of at a loss, 


it should be provided that the loss could be carried back for more than 


two years so as to reduce the initial tax on the gift. 


Losses incurred by a trust from the holding of property should be 
treated in the same manner as similar losses incurred by any other taxpayer. 
At the option of the trust, these losses could be carried forward against 
operating income from the same property, or could be reduced by the amount 
of certain expenditures, related to the property, which would be added to 
the cost basis of the property in the hands of the trust. On the disposition 
of the property, the cost basis would be relevant in determining the amount 


of the gain or loss. 


We considered whether there was any method whereby losses could be 
attributed to the beneficiaries and applied against their other income. 
However, except in the case of unit holders' trusts (referred to later in 
this chapter) which elected to file returns as partnerships, we do not 
think that this would be appropriate. The losses would affect the amounts 
which were distributed to the beneficiaries and, in this way, would be 
taken into account in computing their incomes when the trust property was 


distributed. 
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Benefits 
Under the present Income Tax Act, tax is imposed in respect of: 


"me value of all benefits (other than a distribution or payment 

of capital) to a taxpayer during a taxation year [ron CLqunier 

a trust, estate, contract, arrangement or power of appointment, 

irrespective of when made or created...." 6/ 
Under this section, a beneficiary is taxable on all benefits he derives 
from a trust. Examples of such benefits are not common, but money spent 
by the trustee to maintain residential property occupied by a beneficiary 
+3 one, We recommend that this type of provision be maintained in order 
to prevent avoidance. The amounts expended by the trust to provide such 
benefits should be deductible in computing that trust income which was 


subject to initial tax, because these amounts would in effect be distri- 


butions. 
Reversions 


A reversion is an interest which will come back to the donor when a 
limited interest in the trust property terminates and there is no remainder 
or other interest to follow. Also, if a trust instrument provides for a 
sift of a remainder interest in certain events, and those events do not 
happen, in the absence of a further gift there will be a reversion to the 


settlor. 


If a settlor gives property in trust to provide income to designated 
beneficiaries, but retains a reversionary interest in the trust fund, the 
trust property will probably be subject to estate tax on his death under 
the present law 7/. Furthermore, the income from the trust property will 
be treated as his income under the Income Tax Act, 8/ even though it is 


payable to another beneficiary. 


Many reversions are only intended to provide a sensible alternative 


provision if the principal gift fails. The difficulty in separating those 
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reversions created for legitimate purposes and those created for tax 
avoidance has been set out as follows: 

"Contingencies of this nature may assume an infinite variety of 

shapes and forms to suit the need of the transferor. A stated 

contingency may represent a strong probability, and perhaps 

even a practical certainty, that the property will shortly 

return to the transferor. On the other hand, the possibility 

of regaining the property may be so remote as to be essentially 

non-existent. A general distinction might be made between 

contingencies which may reasonably be expected to occur and 

those which may not. Any such distinction, however, is too 

abstract to permit of efficient conerete application." 

Our proposals to pool the income of a family unit, to permit tax-free 
transfers within that unit, and to impose tax on a beneficiary outside 
the unit when he ultimately received a remainder interest would avoid 
many of the problems arising out of reversions under most tax systems. 
Most gifts involving reversionary interests are of a limited nature. 
The property would ordinarily be held in trust and the income would be 
paid to a beneficiary for his life or for a specified number of years. 
This beneficiary would properly be expected to pay tax on the income. 


If the property then reverted to the donor, the donee would only have 


paid tax on what he received 10/ . 


We recommend that section 22(2) of the Income Tax Act which 
oer inites the income of a trust to the settlor where there is a possibility 
of a reversion should be repealed. Under our proposals, the beneficiaries 
would pay tax on their interests in the trust fund and on the income 
from the fund. We consider this to be taxation according to ability to 
pay and therefore we do not recommend any special anti-avoidance provisions. 
Nevertheless, this is an area which should be kept under scrutiny to 
ascertain whether an unusual number of trusts, particularly inter vivos 
trusts with reversionary interests, were set up as a result of freer treat- 


ment of reversions and whether this resulted in any unfair avoidance of tax. 
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There is the further question of whether the donor who received a 
reversion of the proverty which he originally transferred to a trust should 
be taxed at'all on the retransfer. We believe he should not, because no 
gift would have been made to another individual. The reason for not 
recognizing the retransfer in this case is both legal and equitable. Legally, 
there is no transfer on a true reversion; it is the intermediate interest 
which is considered as having been carved out of the entire interest. One 
may assume that reversions usually occur because of failures in the gifts 
intended and are thus not generally desired. Because there is no postponement 
of tax beyond the donor's power to postpone had he retained the property 


in his own hands, there is a good reason in equity not to levy tax on 


receipt of the reversion. 


One exception to this treatment would arise if a reversion resulted 
from a renunciation or release by an intended donee after the expiration 
of the period of 90 days referred to Later tn this chapter, in tiie cee 
there would be a completed gift to the donee, and then a gift back to the 


original settlor. 


If a donor made a gift to a trust so that, under the rules we have 
outlined, he would be an income beneficiary or a prospective beneficiary, 
ae gift should be treated in the same way as if a member of the family 
unit of the donor was the prospective beneficiary. In this ease, there 
would be no initial tax on the gift. However, if the terms of the trust 
were such that the donor was neither the income beneficiary nor a prospective 


beneficiary, the trust would be subject to initial tax on the normal basis. 


if the property received by the donor on a reversion was the identical 
property which he transferred to the trust, he should receive the property 
at his original cost basis, and should not be regarded as having made 


any gain or loss. If the trust had paid initial tax on the gift, the 
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donor would receive credit for this tax and would be entitled to a refund. 


If the property received by the donor on a reversion was not the 
property he originally donated to the trust, the trust may have incurred 
a gain or a loss on the disposal of the original property or on me disposal 
of subsequently acquired property. If there had been a gain, it would 
have been treated as accumulated income of the trust and would have been 
subject to initial tax. Upon receiving the property, the donor would 
include in his income the accumulated income grossed-up to include the 
initial tax, and would be entitled to credit for the initial tax in the 
Same manner as if the property had been received by another member of his 
family unit. However, as in the case of a gift which was distributed to 
a member of the donor's family unit, the trust would not be considered to 
have disposed of the property at its fair market value at the time of the 


reversion. 
Taxation of Specific Kinds of Gifts 


In addition to preventing deferment of taxation on gifts generally, 
and particularly on gifts in trust, it is our object to achieve and 
preserve neutrality in the tax treatment of various kinds of gift. There 
is a great difference in people's ability to give in different forms and 
at different times. In general, as income and wealth increase, there 
is a greater flexibility in the mode and timing of gifts. There appears 
to be definite correlation between the size of estates and the use of 
trusts. The major assets of many people in the lower wealth groups are 
equities in their homes and consumer durables which cannot readily be 
given during the owner's lifetime. Lower income groups have little or 
no margin of surplus income which would permit them to adopt a programme 
of planned inter vivos giving. Under current law this is not so important 
because small estates are below the taxable level. Under our proposals, 


gifts from some small estates would be taxable in the hands of the donees, 
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and it is important that no significant tax advantage should be gained 
by the mode and timing of gifts. At the same time, we should like to 
stress that the various forms of gift serve well-recognized purposes, and 
we have no wish that the tax system should either encourage or discourage 


any particular form of gift. 


In order to illustrate the way in which our proposals seek to achieve 
neutrality, we first describe the manner in which a direct gift would be 
taxed, and then deal with gifts in trust where distribution of the trust 
fund is deferred, including the very important case of a life tenancy with 
a remainder interest. Our proposed tax treatment of direct gifts payable 
in instalments, such as annuities, pension, and life insurance payments, 


is described in Chapter 17. 


Gifts To Take Effect Immediately. A gift inter vivos is usually given 


directly to the donee unless the property is to be held by a trustee. It 
would be included in the donee's income immediately, unless he was a member 
of the donor's family unit. However, all testamentary gifts are held in 
trust by executors or administrators until distributed. Inheritances are 
ordinarily held by an executor, administrator or trustee until the assets 
are realized and debts and inheritance taxes are determined and paid. If 
there are trusts to be administered, then the trustee of the estate holds 


the property under the terms of those trusts. 


Where property was to be distributable as soon as the administration 
was complete, the beneficiaries would be ascertained. The beneficiaries 
would include the amounts received in their incomes, and would be entitled 
to a credit for the initial tax unless an election was made that no initial 
tax was payable. Thus, a beneficiary receiving a direct gift or legacy 
would pay tax at his personal rate after taking advantage of the averaging 
provisions. His net position should be the same as a donee receiving a 


direct gift inter vivos, as discussed in Chapter 17. 
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Annuities. Our recommended tax treatment of gifts of annuities where the 
capital has been provided by the donor prior to death, either by outright 
purchase, or under pension or other plans, is described in Chapter 17. 
However, an annuity may be provided under a will or a trust. It may be 
payable out of current income or out of accumulations. An annuity paid 
out of a trust would be treated under our proposals in the same way as 

any other amount paid to an income beneficiary or a remainderman, as the 
case may be. The annuity would be included in the income of the annuitant 
when received. However, if the annuitant was a member of the donor's family 
unit, only the portion derived from income arising after the gift had been 
made to the trust would be subject to tax. Where the trust had paid an 
initial tax, the amount received by the annuitant, or the income portion 
in the case of a family unit member, would be grossed-up to include the 


initial tax and the annuitant would receive credit for the tax. 


Powers of Appointment and Encroachment. An individual may be given a power 


under a trust instrument to encroach on property for his own benefit or to 
appoint the property to himself or others. There are many variations in 
the terms of such powers and the ways in which they can be exercised. We 
propose a rule in Chapter 17 for dealing with these powers: where an indi- 
vidual was given a power of appointment or a power of encroachment which 
would give him the right to apply property for his own use in his life- 
time, he would be regarded as having received the property when the power 
became exercisable, unless he irrevocably renounced or released the power 
within 90 days after he became aware of it or after it became exercisable, 
whichever was later. The property would not be included in his income 
unless the power was exercisable by him alone without the concurrence of 
any other person. If his right to apply the property for his own use was 
not exercisable immediately, the property would not be included in his 


income until the power became exercisable. 
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The individual could avoid the receipt of income by renouncing the 
power at any time before it became exercisable, or within 90 days thereafter. 
If a person had a power of appointment but was not entitled to apply the 
property for his own use during his lifetime, the property would not be 
included in his income, but would be included in the income of the person 


in whose favour the power was exercised. 


Under this rule, property would be considered as distributable to the 
person holding the power when he became entitled to apply it for his own 
use and benefit. If he was a member of the donor's family unit, he would 
not be subject to tax on any portion of the property which consisted of a 
gift from the donor, although he would be subject to tax upon any portion 


of the property which represented income arising after the date of the gift. 


If trust property was treated as distributable to a person having a 
power of encroachment or a power of appointment, it should not be regarded 
as part of the trust property for tax purposes, but rather as property 
belonging to the person having the power. If, before the power was exercised, 
the property produced income, such income should be regarded as the income 
of the person having the power. If the income was paid to another beneficiary 
outside his family unit, it would be included in the other beneficiary's 
income as a gift. If the power was subsequently exercised in favour of 
some other person this would be treated as a gift by the person exercising 
the power to the person in whose favour it was exercised. If the power 
was not exercised there would, nevertheless, be a gift from the person having 


the power to the person taking the property under the trust instrument. 


Renunciation or Release. Renunciation and release are very similar and 
reflect the fact that a person is not required to accept a gift. A person 
may renounce or release a gift. In the first case, there is no completed 
gift; in the second case, there is a completed gift, and the property will 


be transferred according to the terms of the original gift but will either 
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revert to the donor or will pass to some other person if provision has 


been made for this contingency in the original gift instrument. 


The question which arises is whether such an act of release constitutes 
a transfer in itself or whether the transfer really springs from the 
original gift. In other words, should taxation be levied as if the person 
effecting the release had owned the property outright and had disposed 
of it by gift. The present Estate Tax Act makes a release a "disposition" 
in certain circumstances and therefore taxable as "property passing on 


death" 11/. 


In our view, this question should be determined in accordance with 
the rule we have proposed for dealing with powers of appointment and of 
encroachment. If the terms of the instrument were such that the intended 
donee would be entitled to possession of the property for his own use, 
it should be regarded as distributable to him unless he renounced or released 
his rights within 90 days after he became aware of them or after his right 
to obtain possession arose, whichever was later. There should be no 
distinction in this regard between a renunciation and a release. If the 
intended donee renounced or released his right after the expiration of 
this period of 90 days, he should be regarded as having received the 
property and then given it to the person to whom the property reverted 


or passed, and tax would again be imposed on that person. 


Remainder Interests. Because our proposals would require the trustee 

to pay an initial tax on amounts transferred to the trust, and would tax 
beneficiaries at personal rates on trust interests as they fell into 
possession, with credit for the initial tax, there would be no need to 
deal with contingent remainders differently from vested remainders. 

Both would be included in the beneficiary's income when distributed, unless 
excluded from income under the rules we have already discussed. This 


would achieve simplification of the rather complex provisions now required 
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for payment of estate taxes and succession duties on remainders or expectant 
interests. This rule would also apply to deferred gifts where there was no 
life or other income interest. We recommend that remainder interests, 

whether vested or contingent, and deferred interests of all kinds should be 
included in the tax base in the year in which the property was received. 

The beneficiary would gross-up the amount received at the initial rate of 

tax paid and would receive a credit at the same rate which would be deductible 
from his tax. If the credit exceeded his tax, he would be entitled to a 


refund. 


In many cases, the widow or widower of the donor would be entitled 
to the income of the trust and no initial tax would be payable on the 
gift to the trust. On the death of the income beneficiary, the estate 
would probably be distributable, and would be taxed in the hands of adult 
children or other beneficiaries. However, it may not be immediately 
distributable and, accordingly, it should become subject to initial tax 
upon the death of the income beneficiary. However, if all or any part of 
the trust fund was distributable to a resident beneficiary in the year in 
which initial tax became payable, the trustee and the beneficiary should 
be entitled to file an election that the trust would not be subject to 
initial tax, and that the beneficiary would be subject to tax on the amount 
distributable to him. 

Income-splitting and 
Attribution of Income 

In the past, trusts have sometimes been used as vehicles for 
income-splitting and sections 21 and 22 of the Income Tax Act attribute 
to the settlor the income from property transferred by means of a trust 
to a spouse, to minors under 19, or to anyone if the settlor of the trust 


reserves benefits to himself. 


Under our proposals, where property was transferred to a trustee, 


and the income beneficiaries were a spouse or minor children of the donor, 


189 


there would be no need for income attribution provisions because the 

income would be aggregated with that of the family. However, if the 
beneficiary of the income arising from the gift was a child who had opted 
out of the family unit or a spouse who had elected to file a separate 
return, the income might be taxable at a low rate. At the same time, if 
the donor or a member of his family unit was the prospective beneficiary 
of the gift itself, the gift would not be subject to tax. To prevent 

this possible abuse, we recommend that where property may revert to the 
settlor or a member of his family unit and the income from the property was 
payable to a dependent child who was eligible to be a member of his family 
unit but had filed a separate return, the income should not be taxed to the 


latter but rather to the settlor. 


We have concluded that, except in this one case, we should not 
recommend special provisions to attribute income of short-term trusts 
to the settlor. Section 22(2) of the Income Tax Act now applies to all 
transfers in trust where the donor retains a right to have the property 
revert to him. Section 22(2) also attributes income to the settlor of 
property where he retains certain powers or benefits. It is our view that 
this provision should be repealed. If the settlor had an immediately 
exercisable power to reclaim the property it would be regarded as belonging 
to him’ under the provisions relating to powers of appointment and powers 
of encroachment. In this event, the income should be regarded as his 
income, and if it was distributed to someone else it would also be included 
in the income of that person as a gift. If the settlor did not have 
such a power, we do not think any provision would be necessary. However, 
this area should be kept under observation, and this conclusion should be 
reconsidered if a large number of trusts were created to reduce the appli- 


cable rates of tax on property income. 
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Multiple Trusts 


Under the present law, an overall reduction in tax may be sought by 
creating a number of trusts and transferring the sum to be given equally 
to all the trusts—all of which have the same or similar beneficiaries. 
Each trustee pays tax as if each individual trust were a separate person 
and thus at a lower rate than if all the incomes were aggregated. Section 
63(2) of the Income Tax Act seeks to prevent this by giving the Minister 
power to aggregate the income of one or more trusts where substantially 
all the property is received from one person and the trusts are for the 
same beneficiary or group of beneficiaries. However, this provision suffers 
from being both too broad and too narrow. It provides for the exercise of 
ministerial discretion, something which should be avoided where possible, 
and the conditions of application are too narrow to meet all the cases 


where avoidance may be in issue. 


For three reasons, the opportunity to transfer income-producing property 
so that the income flowed to someone who was taxed at a lower rate 
than the transferor would be substantially lessened under our proposed 
system. First, under the family unit ceo e aot dees income of the members 
of a family would usually be aggregated rather than split. Second, a 
recipient of transferred property who was outside the donor's family unit 
would be taxed on the value of the property given to him. This would 
narrow the advantage of income-splitting. Third, the income of a trust 
would be taxable either at the top rate of 50 per cent or at the personal 
rate of the beneficiary or prospective beneficiary. If the beneficiary 
was entitled to income from a number of trusts, or if income was accumlating 
for him in a number of trusts, these would all be aggregated in determining 
the amount be naar tional tax which would be pavente on the income as an 


alternative to tax at the 50 per cent rate. 


For these reasons, under our proposals it should not be possible for 


rates of tax to be reduced by the use of multiple trusts. We believe that 
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the method of taxation of accumulated trust income that we vropose would be 
of broader scope than section 63(2), and would avoid the use of ministerial 
discretion. Accordingly, no provision such as section 63(2) would be 


necessary e 


Exempt Trusts 


Under the present law, a trust is exempt from income tax in some 
circumstances. The trusts which are now exempt are charitable trusts and 
trusts established under registered retirement savings plans, pension 
plans, and certain other types of employee benefit plans. Generally 


speaking, we think that this treatment should be continued. 


In Chapter 20 we discuss the proposed treatment of charitable trusts, 
and recommend their continued exemption from tax, subject to certain 


qualifications. 


In Chapter 16 we discuss our proposed treatment of Registered Retirement 
Income Plans. If a trust was established to fund a Registered Retirement 
Income Plan, and the plan retained its registration, it should be free of 
tax. The beneficiary or beneficiaries would likewise be free of tax until 


they actually received benefits from the trust. 


Exempt Beneficiaries 


In some cases, the beneficiaries of a trust may include a charity 
or some other tax-exempt body. If current income was distributable to an 
exempt organization, that income would be free of tax, unless the income 
was from a business or an investment of a kind which would render it 
taxable under the rules discussed in Chapter 20. Similarly, if a gift 
was made in trust with a provision that all of the income as calculated 


for either tax purposes or trust purposes was payable to an exempt 
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organization, there should be no initial tax upon the gift until the income 
ceased to be so payable. This is consistent with the treatment which would 
be applicable if the income beneficiary was a member of the donor's family 
unit. Similarly, if an exempt organization was a prospective beneficiary 
of a gift or other income which was accumulated, that income should not 

be subject to initial tax. However, an exempt organization should only 

be regarded as a prospective beneficiary if the property was indefeasibly 


vested in it. 


If an exempt organization had only a contingent interest in a trust 
fund, initial tax should be payable by the trust in the usual way. If 
property which had been subject to initial tax was received by the exempt 
organization, the organization would receive credit for the initial tax 
in the same way as any other taxpayer and would be entitled to .8, refund. 
Business and Investment Trusts, Including 
Unit Holders' Trusts 

In this chapter we have referred mainly to trusts arising on death 
or created by an inter vivos gift for the benefit of the donor's family 
and other beneficiaries. Such a trust may carry on business or ee derive 
its income from property. The basic method of taxing such trusts and 
their beneficiaries should be generally the same regardless of the source 
of income, except that a gift or bequest for the benefit of a member of 


the donor's family unit would be treated differently from other income. 


Business income, as well as other income, should be taxed consistently, 
without regard to the form of organization earning the income. Our 
proposals for the taxation of trusts are analogous to those for the taxation 
of corporations and co-operatives, subject to the necessity of some 
differences in treatment to take account of the nature of the interests of 
trust beneficiaries. Income of a trust which was currently distributable 


would be subject to tax at the rate of 50 per cent, but a beneficiary to 
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whom such income was distributable could elect to pay tax at his personal 
rate, in which case the initial tax would not be payable. This election is 
analogous to an election that a corporation may be taxed as a partnership. 
Income accumulated by a trust would likewise be taxable at the 50 per cent 
rate, subject to the fact that in most circumstances a beneficiary would be 


entitled to make an election which would mitigate the burden of this tax. 


While we have proposed that a corporation should be entitled to 
allocate its income to the shareholders who would then be entitled to refunds 
where applicable, we have not provided for a similar allocation to benefi- 
cieries of trust income which was not distributable currently but was 
accumulated. The reason for this is that the interests of beneficiaries 
are often contingent or dependent upon future events so that it would 
often be impossible to make any appropriate allocation. Instead of providing 
for such an allocation, which would often lead to capricious results, we 
have provided for an election under which, in some circumstances, the trust 
would pay tax on accumulating income at a prospective beneficiary's rate 


rather than at,50 per cent. 


Trusts are sometimes formed specifically for the purpose of carrying 
on a business, or for carrying out a project, or for the purpose of 
investment. Such a trust (which we refer to sometimes as "business trusts") 
is similar to a partnership, syndicate, or corporation. In Canada, business 
trusts have principally been used for investment, for example in mutual 
funds, and for joint investment in real estate by small groups. The legal 


nature of these trusts is discussed in Appendix C to this Volume. 


There are distinctions between a business trust and a trust created 
by a donor for personal distribution of his property. The funds or 
property of a business trust are usually supplied by those who are the 
beneficiaries or unit holders and the powers of the trustee are tailored 


to their interests. In a personal trust, the donor and the beneficiaries 


194 


are usually different and the trust reflects the wishes of the donor rather 


than of the beneficiaries. 


Interests in business trusts are often issued as "units" of the trust 
and these units are often transferable. Sometimes they are redeemable by 
the trust, often at the request of the unit holder. Units of this kind 
are analogous to shares of a corporation. Our general proposals for the 
taxation of property gains would require that any gains or losses realized 
on the disposal or redemption of a trust unit or of any other interest 
of a beneficiary in a trust should be taken into account in computing the 
income of the unit holder or other beneficiary. Also, any costs incurred 
in acquiring an interest in a trust would be deductible by the beneficiary 


on disposal or realization of that interest. 


Where a trust has issued transferable or redeemable units, each of 
which carries a specific undivided interest in the trust property and the 
trust income, the trust should be taxed in the same manner as a corporation. 
This means that the trust would be subject to initial tax at the rate of 
50 per cent unless it elected to be taxed as a partnership. Income 
distributed to the beneficiaries would be treated in the same manner as 
dividends. The beneficiaries would gross-up the distribution to include 
the initial tax and would be entitled to credit for the initial tax. We 


refer to this type of trust as a unit holders’ trust. 


A unit holders! trust should be entitled to allocate income even if 
the income was not distributed in the year. Such an allocation would 
operate in the same way as one made by a corporation. The unit holders 
would include the grossed-up amounts allocated to them in their incomes, 
and would be entitled to credit for the initial tax and to a refund where 
applicable. In addition, the amounts allocated to each unit holder would 
be added to the cost basis of his unit and in this way would be taken into 
account in computing the gain or loss realized by him on the disposal 


or redemption of the unit. 
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Where the circumstances were such that a corporation would be entitled 
to elect to be taxed as a partnership, a unit holders' trust would be 
entitled to make a similar election. If such an election was made, the 
trust would not pay an initial tax, but the income would be treated as 
having been earned by the unit holders. Similarly, if the trust should 
incur a business loss or a loss on disposal of property, the unit holders 
would be entitled to deduct their portions of the losses in computing 


their incomes. 
Residence of Trusts 


Residence has been the principal jurisdictional test for income tax 
in Canada. In the case of a trust, this test is sometimes difficult to 
apply. The best view seems to be that a trust has the same residence as 
the trustee. Although the residence of the controlling trustee is a 
factor from which the residence of the trust can clearly be determined in 
most cases, in some circumstances it can cause great difficulty. Thus, 
if there are two trustees in equal control, residing in different countries, 
is the trust to be regarded as resident in each country? Even more 
difficult would be a case of three trustees in three jurisdictions subject 
to a direction that the majority of the trustees govern. Theoretically, 
there could be a trust with any number of trustees in any number of countries. 
It is quite possible for an individual or a corporation to be resident in 
two or more countries at the same time. A corporation may have dual or 
multiple residence where its central management and control is divided 
between two or more jurisdictions. This is presumably also true in the 


case of a trust. 


We have considered a number of other bases for jurisdiction over 
trusts but have decided that the test for jurisdiction should continue to 
be primarily the residence of the trustees. The definition of residence 


should, of course, be stated as precisely as possible to enable the taxing 
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jurisdiction to be readily determined, Therefore, without formulating 
a hard and fast rule, we suggest that a trust should be taxed as a Canadian 


resident in either of the following circumstances; 


1. When the trustees, a majority of the trustees, or a controlling 
group of the trustees are resident or ordinarily resident in 


Canada. 


- When a trust carries on substantially all of its business in Canada 


or where substantially all of its property is situated in Canada. 


All trust companies handling trust business in Canada must be 
incorporated either federally or provincially and therefore, under the 
present Act, they are regarded as resident in Canada if they are incorporated 
here 12/. Therefore, trusts with Canadian corporate trustees would be 
resident in Canada. It may be desirable, however, to exempt from Canadian 
jurisdiction trusts created by non-residents where it was principally 
the management abilities of Canadian trust companies which were sought. 
Accordingly, we recommend that a trust administered by a Canadian incorporated 
trustee should not be.a resident of Canada for a taxation year, if the trust 
received substantially all of its property from a non-resident of Canada, 
all, or substantially all, of the assets were situated outside Canada, 


and all, or a majority, of the beneficiaries were non-residents. 


We recognize that the residence test alone would not prevent avoidance, 
but we expect the fruits of avoidance to be denied by other measures which 
we propose to prevent leakage of tax revenue. These measures include 
withholding taxes on property income paid to non-residents, on gifts made 
to non-residents, and on property gains deemed to have been realized 
when a taxpayer ceased to be resident in Canada. Our specific recommendations 
for taxing payments from trusts to non-residents and payments to non-resident 


trusts are dealt with in Chapter 26 and later in this chapter, 
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We also recommend that where any of the beneficiaries of a non-resident 
trust were resident in Canada, the trust and the beneficiaries should be 
entitled to elect that the trust would be taxed as being resident in Canada. 
This is consistent with our view that a trust is an intermediary and that 
the persons bearing the tax are the beneficiaries. Such an election would 
permit the trust to pay initial tax on its income by reference to the rates 
of tax of the beneficiaries, where this was appropriate under our proposed 
rules. In making such an election, the trust would be required to file 
returns and to pay taxes as a Canadian resident, and to supply all 
information and records necessary for the assessment ofeits ievurnse. abt 


would also have to submit to the jurisdiction of the Canadian courts. 
Change of Residence of Trust 


It is possible that the residence of a trust may change, either 
because trustees change their residence or because of a change in trustees. 
The rules applicable where a resident trust became non-resident, or where 
a non-resident trust became resident, should be consistent with the rules 
applicable to changes in residence of other taxpayers. However, trusts 
present special problems, because their tax liability depends to some 


extent on the residence of the beneficiaries. 


If a trust which was resident in Canada became non-resident, there 
should be a deemed realization at the fair market value of all trust 
property. This is the same rule that would apply to any taxpayer as 
explained in Chapter 15. If the peneficiaries were resident in Canada, 
the trust should also be required to pay sufficient additional tax on 
any accumlated income on which initial tax had been paid to bring the 
total initial tax up to 50 per cent of that income. These provisions 
which seem necessary to prevent tax avoidance, would not be unfair, because 
the trust could avoid the deemed realization and the additional tax 


by electing to continue to be taxed as a resident trust. 
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If a non-resident trust became resident in Canada, it would be entitled 
to have its property valued so as to establish a cost basis. This is the 
same right any other taxpayer would have on becoming a resident. If there 
were Canadian resident beneficiaries, the trust should be required to pay 
initial tax at the 50 per cent rate on accumlated income which would have 
been taxable if the trust had been resident, subject to the elections noted 
above in the case of property held for resident prospective beneficiaries. 
However, in computing this tax the trust should be entitled to credit for 
Canadian withholding tax paid on any income received from Canadian sources, 
and not previously distributed, and for foreign tax up to a maximum rate 
of 30 per cent on any undistributed income which it received from foreign 
sources. The trust, however, should not in any case be entitled to receive 


a refund as a result of these credits. 
Income from Foreign Sources 


Where a trust received income from foreign sources. it should be 
entitled to a credit for the foreign tax on that income. We recommend 
that this type of income should be taxed to a trust in the same manner 
as to a corporation or an individual, and that the credit should be so 
calculated 13/. Thus, the trust would be regarded as having paid the 
applicable foreign tax as part of the initial tax, so that the beneficiaries 
would obtain the appropriate credit on either the current income or the 


accumulated income distributed to them. 


In the event that an election was filed under which income distributed 
currently was taxable in the hands of the beneficiaries, rather than subject 
to initial tax in the hands of the trust, the beneficiaries would be 
entitled to a tax credit in the same way as if they had received the income 
directly, except that all of the holdings of the trust in a foreign 
corporation would be taken into account in determining whether the ee es 
was from direct foreign investment. This is consistent with the treatment 


which would be accorded to a corporation which elected to be taxed as a 


partnership. 
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Payments to Non-Resident 
Beneficiaries 

There is evidence that there has been substantial tax avoidance 
through the provisions relating to the payment of trust income to 
non-resident beneficiaries. Such payments were normally deductible in 
computing the trust income and were subject to withholding tax at the rate 
of 15 per cent. In 1965, section 63(4b) of the Income Tax Act was enacted 
to prevent this type of avoidance. Prior to the enactment of this provision, 
a resident trustee could carry on a business and pay the income to a 
non-resident beneficiary subject only to a 15 per cent withholding tax. 
In computing the income of the trust, the trustee could deduct the amount 
paid and thus pay no other tax. If the non-resident beneficiary was a 
corporation resident in a tax-haven country and its shares were owned 
by a Canadian corporation, it could declare a dividend to its Canadian 
parent which would be free of immediate tax under section 28(1)(d). 
Section 63(4b) now denies the deduction to the trustee where income from 
a business carried on in Canada is payable to non-residents and certain 
others. However, this provision does not prevent a similar type of 
avoidance in the case of investment income. Under our proposals, this 
type of tax avoidance would not be possible. In Chapter 26 we recommend 
the repeal of section 28(1)(da). We also recommend changes, outlined 


below, in the taxation of trust income paid to non-resident beneficiaries. 


We propose that income of a trust, other than gifts or inheritances, 
should be taxed in much the same way as corporate income. If distributable 
to a non-resident, or accumulated for the benefit of a non-resident, 
it should be subject to initial tax at the rate of 50 per cent, except 
that income from direct foreign investment would be taxable at 30 per cent 
less the allowable foreign tax credit, which would be deemed to have been 
paid as initial tax. The initial tax would also, of course, be reduced 


by any credits to which the trust was entitled in respect of dividend 
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income from Canadian corporations. Upon payment being made to the 
non-resident, the recipient would not be entitled to any credit for the 
initial tax, and there would be a further withholding tax at the rate 
applicable to dividends. This would mean that most trust income, excluding 
gifts and income from direct foreign investment, would be taxable at a 
combined effective rate of 55 per cent or 57.5 per cent, that is, 50 per cent 


plus 1O per cent or 15 per cent of the remaining 50 per cent. 


Where income of a trust was payable in the year to a noneresident, 
the combined effective rate of 55 per cent or 57.5 per cent might create 
hardship in some cases. If the non-resident had received interest or 
rental income directly rather than through a trust, the rate of tax would 
have been 30 per cent, or possibly less by reason of an international 
tax convention. If the non-resident received foreign income, no Canadian 
tax would be payable. However, if the non-resident received dividend 
income from a Canadian corporation, it would have been subject to a 
50 per cent corporation income tax and the net amount payable would have 
been subject to a withholding tax of LO per cent or'15 per cent, and 
accordingly the corporate income would have been subject to a combined 
effective rate’of 55 per cent or 57.5 per’ cent.” Jy order’ to-.avord 
distorting the tax position of a non-resident by reason of the interposition 
of a trust, it should be provided that a non-resident who received income 
from a Canadian trust in the year it was earned, may elect that instead 
of the normal 50 per cent initial tax and the withholding tax, the income 
payable to him would be subject to the same withholding taxes which would 
have been payable if his allocable share of the income of the trust from 
each source had been paid to him directly. The initial tax would be 
applied against these withholding taxes and any excess would be refunded 


to the non-resident. 


The same principle might be followed with respect to income 


accumilated for a prospective beneficiary who was a non-resident. If 
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such a prospective beneficiary filed the appropriate election, the initial 
tax would be adjusted to the amount of tax which would have been payable 


if the income accumulated for him had been paid to him. 


The treatment of gifts and bequests also creates a problem, because 
a combined effective rate of 55 per cent or 57.5 per cent would be unduly 
high as applied to gifts and bequests to non-residents. We have recommended 
that gifts made to non-residents directly, and not through a trust, should 
be subject to initial tax at the rate of 30 per cent, assuming the donee was 
not a member of the donor's family unit. Accordingly, we propose that in 
the case of gifts or bequests which were distributable to a non-resident, 
or were accumulated for the benefit of a prospective beneficiary who was 
a non-resident, the initial rate should be 350 per cent. Ifa OL oO 
bequest had been subject to an initial tax at 50 per cent because the 
beneficiary was unascertained, and if the gift or bequest subsequently 
became distributable to a non-resident, the tax should be adjusted to 
40 per cent and the trust should obtain a refund. If initial tax had 
been paid at a rate lower than 50 per cent, upon the gift becoming 
distributable to a non-resident, the trust would pay sufficient additional 
tax to bring the total up to 30 per cent. The distribution would not be 


subject to any further withholding tax. 


To the extent that a distribution was made out of accumulations which 
had accrued prior to the effective date of the legislation, it should 
be free of withholding tax, because distributions to non-residents out 
of the capital of a trust are not now subject to Withholding tax. Such 
amounts may include gifts or bequests which have been subject to gift tax 
or estate tax under the present law, accumulated income which has been 
subject to income tax, or capital gains which under the present law have 


accumulated on a tax-free basis. 


To apply the appropriate rates, it would be necessary to provide an 
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order of distribution. In the case of distributions to non-residents, 

the usual order of distribution discussed earlier in this chapter would 
have to be modified to distinguish between payments out of ordinary income 
of the trust and distributions of gifts received by the trust. We propose 
that where a fund consisted partly of gifts received after the effective 
date of the legislation and partly of other income earned after that date, 
distributions would be regarded as having been made first out of ordinary 
income and then out of gifts. If the trust had property on hand at the 
effective date, any remaining distributions would be considered to have 


been made out of that property. 


Future Development of Trusts 


Because trusts are often complex and are capable of infinite variety, 
the provisions we have suggested for dealing with them are necessarily 
complex. Under the present law, trusts have in many instances been 
complicated by the desire to minimize or avoid taxes. We think this would 
be less likely to occur under our proposals. The recognition of tax-free 
gifts to a member of the donor's family unit would eliminate the incentive 
to establish trusts in many cases. This should reduce the number of 


trusts which were established. 


Most trust income now is distributed currently rather than accumulated. 
Our proposals should prevent the gaining of any income tax advantage from 
the accumulation of income, so that less income would likely be accumulated. 
New trusts would probably be designed in such a way as to facilitate 
allocations of income to income beneficiaries or prospective beneficiaries. 
Accordingly, there should be relatively few cases where hardship would 


result from the imposition of initial tax at a 50 per cent rate. 


2 
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CONCLUSIONS AND RECOMMENDATIONS 


A trust is an intermediary. It and its beneficiaries should 
therefore be taxed in a manner analogous to that applicable to 
corporations and co-operatives and their shareholders and members. 
Tax liability should be measured by the ability to pay of the 
beneficiaries rather than that of the trust, but provisions would 


be required to prevent deferment of the tax liability. 


The income of a trust, calculated in the same way as the income 
of any other taxpayer and including gifts and bequests, should 
be subject to an initial tax for which the beneficiaries (other 
than non-residents) would receive credit. The initial tax would 
be at the top personal rate of 50 per cent, subject to the 


following special provisions: 


a.) f£ the income consisted of a gift or bequest, as long as 
the prospective beneficiary was a member of the donor's 
family unit or all the income from the donated property 
as determined either for tax purposes or trust purposes 
was distributable to members of his family unit, no initial 


tax would be payable on the gift or bequest. 


b) A resident beneficiary, to whom income was distributable in 
the year in which it would be included in the income of 
the trust, would be entitled to elect that he, rather than 
the trust, would be subject to tax on that income. Where 
such an election was made the trust would not be entitled 
to a refund of tax in respect of dividend income, interest 
income, or foreign income which was distributable to the 
beneficiary who made the election, but that beneficiary would 


be entitled to a credit for his allocable portion of the amount. 
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ec) Ifa gift was accumilated in a trust for a prospective 
beneficiary who was resident in Canada but was not a member 
of the donor's family unit, or if other income was accumulated 
in a trust for any prospective beneficiary who was resident 
in Canada, the prospective beneficiary could elect that 
the initial tax would not be at the rate of 50 per cent, 
but would be the amount of additional tax which would have 
been payable by the prospective beneficiary if he had received 


the income directly. 


d) If a gift was accumulated in a trust for a prospective 
beneficiary who was not a member of the donor's family 

unit and no election was made under paragraph (c), or if a 

gift was accumilated in a trust in such circumstances that 
there was no prospective beneficiary, the initial tax would 

be at the rate of 50 per cent. But an income beneficiary 

who was entitled to all the annual income from the accumulation 
would be entitled to elect that he would receive interest 

from the government each year at the rate of, say, 5 per cent 
or 6 per cent on the amount by which the 50 per cent tax 
exceeded the additional tax which would have been payable if the 
initial gift which produced the income distributable to him 


had been taxed as part of his comprehensive tax base. 


e) As is indicated in Chapter 26, the initial tax on income from 
direct foreign investment would be at the rate of 50 per cent 
rather than 50 per cent. This tax may be reduced by a foreign 
Lax credit, buciim that event initial tax would be deemed to have 


been paid at 430 per cent. 


3. An individual would be a prospective beneficiary of an amount if it 


was indefeasibly vested in him or if he would be entitled under the 
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trust instrument to receive the amount, if he was living, not later 
than on the death of an income beneficiary who was older than he 
by at least ten years, or on his attaining a specified age not 
exceeding forty years, or on the later of these events if both 


conditions were applicable. 


If svecific property or a specific fund was required to be kept 
separate from other assets of a trust, the property or fund should 
be regarded as a separate trust for the purpose of calculating 
initial tax and for the purpose of determining the tax credit to 


which the beneficiary would be entitled. 


Losses would be taken into account in computing the amount subject 

+o initial tax on the same basis as in the case of any other taxpayer. 
Tf a trust received property by way of gift or bequest which was 
subject to initial tax at the fair market value, a Loss incurred 

on the disposal of the specific property could be carried back 


for more than two years if necessary so es to reduce the initial tax. 


When property was distributed to a beneficiary, the trust would 
be deemed to have disposed of the property at its fair market 
value and any resulting gain or loss would be taken into account 
in computing the initial tax, unless the property was a gift which 


was distributed to a member of the donor's family unit. 


A beneficiary would include in his comprehensive tax base all 
amounts which became distributable to him froma trust in«the year 
whether out of income or corpus. This would be subject to the 


following exceptions: 


a) A gift to the trust which was subsequently distributed to 
a member of the family unit of the donor would not be included 


in his income. 
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b) Amounts distributed out of trust assets on hand at the 
effective date of the legislation would be tax free. 
Property gains which had accrued in the trust up to the 
effective date would be free of tax to the same extent 


as similar gains of any other taxpayer. 


Amounts distributable to beneficiaries in a year would be considered 


to have been paid out of trust assets in the following order? 


a) Out of income of the trust for the current year. 
b) Out of accumlations on which the trust had been subject 


TO) 3990 01 Case. 


c) Out of gifts which were free of initial tax because they 
were received for the benefit of a member of the donor's 


family unit. 


dad) Out of property on hand at the effective date of the 


legislation. 


The initial tax on any income would be deemed to have been paid by 

the trust on behalf of the beneficiary who ultimately became entitled 
to the income, in the same way as a withholding tax. Accordingly, the 
amount which he would be entitled to receive from the trust would 

be reduced by the amount of the initial tax deemed to have been paid 


thereon. 


Where amounts were distributable to a resident beneficiary out of 
current income which had been subject to initial tax, the amounts 
included in the beneficiary's income would be grossed-up to include 
the initial tax thereon. He would receive credit for such initial 
tax and if it exceeded his tax otherwise payable he would be entitled 


to a refund of the excess. 


Where amounts were distributable to a resident beneficiary out of 
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accumulated income of a trust which had been subject to initial tax, 
the amount included in the beneficiary's income would be grossed-up 
to include the initial tax thereon, and he would receive credit for 
such initial tex and a refund if applicable. The gross-up and credit 


would be based on the cumulative average rate of initial tax paid by 


the trust which would be determined by calculating the total accumulated 


income of the trust which had been subject to initial tax and by 
dividing this amount by the total initial tax paid thereon. This 
calculation would be made in each year in which distributions were 
made out of such accumulated income. The grossed-up amount of such 
distributions, and the initial tax for which beneficiaries received 
credit in the year, would be removed from consideration in making 


subsequent calculations of the cumulative average rate. 


Benefits provided to a beneficiary otherwise than on a distribution 


would be included in the beneficiary's income. 


If a donor was a beneficiary, he should be treated in the same way 
as a member of his family unit and the same consequences should 
follow. If property given by the donor reverted to him, he should 
not ordinarily be regarded as having made any gain or Lossy 4 IP ne 
received in return substituted property, he would be subject to tax 
on any gains made by the trust, but there would be no deemed disposal 
at fair market value by the trust when he received the property from 


the trust. 


If an individual was given a power of appointment or a power of 
encroachment which would give him the right to apply property for his 
own use, he would be regarded as having received the property upon 
the power becoming exercisable, unless he irrevocably renounced or 
released the power within 90 days after he became aware Of 26, -or 
after it became exercisable, whichever was the later. If he did 


not so renounce or release the power, and the property subsequently 


15. 


16: 


i oy 


208 


passed to another person on the exercise of the power or under 

the trust instrument, he would be regarded as the donor of the 
property to the ultimate recipient. The income from the property 
would also be regarded as his income, and if it was paid to another 
person, it would be regarded as having been given by him to that 


person. 


If an individual was a beneficiary under more than one trust, the 
income distributable to him or accumulating for his benefit under all 
the trusts should be taken into account in determining the additional 
tax payable under any election which he made. Because, under our 
proposals, it should not be possible to avoid or to defer tax a 

to split income through the use of multiple trusts, there would be 


no necessity for provisions such as sections 22(2) and 63(2) of the 


Income Tax Act. There would be an exception to this if the property 


may revert to the donor or a member of his family unit, and the 
income was distributable to a dependent child who was eligible to be 


a member of his family unit but had filed a separate return. 


Where units were issued by a trust, any gains or losses realized on 
the disposal or redemption of a unit should be taken into account in 


computing the income of the unit holder. This would also be true in 


the event that an interest in a trust was disposed of by any beneficiary. 


if a beneficiary had incurred costs in acquiring an interest in a 


trust, they would be deductible in computing his gain or loss. 


if a trust issued transferable or redeemable units, each of which 
carried a specific undivided interest in the trust property and 

the trust income, the trust and the unit holders should be taxed in 
the same manner as a corporation and its shareholders. Initial tax 
should be at the rate of 50 per cent, unless the trust elected to be 


taxed as a partnership. Unit holders would receive credit for the 


initial tax with respect to amounts distributed or allocated to them. 
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A trust should be taxed as a Canadian resident if a majority of the 
trustees or a controlling group of the trustees were resident in 

Canada, if the trust carried on business in Caneda, or if substantially 
all of its property was situated in Canada. If any of the beneficiaries 
of a non-resident trust were resident in Canada, the trust°and the 
beneficiaries would be entitled to elect that the trust would be 


taxed as being resident in Canada. 


If a resident trust became non-resident, there should be a deemed 
realization at the fair market value of all trust property, and the 


trust should be required to pay sufficient additional tax on accumulated 


income to bring the total initial tax up to 50 per cent of that income. 


If a non-resident trust became resident in Canada, the cost basis 
of its property would be the fair market value at that time. If the 
trust had Canadian resident beneficiaries, it should oe required 


to pay initial tax at the 50 per cent rate on accumulated income, 


‘ 


» 


subject to credits for Canadian withholding tax and foreign tax 


previously paid. 
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Income distributable to non-resident beneficiaries, excep 
consisting of gifts or inheritances or income from direct foreign 
investment, would be subject to initial tax.at the rate of 50 per cent, 
and the net amount distributed would be subject to a further 
withholding tax at the same rate as was applicable to dividends. 
However, the non-resident beneficiary or prospective beneficiary 

would be entitled to elect that instead of the 50 per cent initial 

tax and the withholding tax, the income payable to him would be 

subject to the same withholding tax as if it had been paid to him 
directly. Gifts and bequests which were distributable to non-resident 
veneficiaries would be subject to initial tax at the rate of 


30 per cent, and would not be subject to any further withholding tax. 


2/ 
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REFERENCES 


When the trustee has active duties to perform in managing the trust 
property, or has discretion over the manner in which income or the trust 
funds are to be distributed, the trust is known as an "active" trust. 

If the trustee is merely holding property for the beneficiary, he is 
known as a "bare" trustee, and any beneficiary of full legal capacity 
can require that the trust be terminated as far as he is concerned 


and the property (or his share of it) distributed to him. 


For example, a spouse or dependent child would not be taxable on gifts 
and bequests from the other spouse, and accordingly, gifts made to a 
trust in which members of the donor's family unit were the beneficiaries 


wovld not be subject to tax, 


Sections 21(1) and 22(1) dealing with gifts to a spouse and persons 
under 19, respectively, and section 22(2) dealing with trusts with 


retention of a benefit or rights. 
Section 63(2). 


= 4 . . ° . bf A 
This treatment would produce the desired neutrality with direct gifts, 
for the same tax result would be attained had the property been left 
directly to the member of the family unit and he in turn had later left 


it to the remainderman. 

Section 65(1). 

Estate Tax Act, sections 3(1)(d) and 3(1)(e). 
Section 22(2). 


Federal Estate and Gift Taxes: A Proposal for Integration and for 


Correlation with the Income Tax, Washington: United States Government 


Printing Office, 1947, p. 31. 
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It is possible for an outright gift to be made subject to the 
possibility of a reversion under stated conditions. In this case, 
the original donee would be better off if he received the property 
in the form of an annuity or through a trust. Otherwise he would 
have to pay tax on the entire value of the gift without necessarily 


knowing how long he would retain it. 


Estate Tax Act, sections 3(1)(c) and 3(2)(b). The possible complexities 
of such determinations are well illustrated by the case of 


M.N.R. v. E.H. Smith and Montreal Trust Company, [1960] 5.C.R. 477 where 


the Supreme Court divided 3-2 on the question whether, under the 


Dominion Succession Duty Act, R.S.C. 1952. Chapter 89, sections .3(1)(c) 
and Sh), a disclaimer, made by a wife, of property received from her 
husband under Quebec law, was a fiduciary substitution, the exercise 


of a general power of appointment, or an inter vivos gift. 


Section 139(4a) of the Income Tax Act. 


13/ This is discussed further in Chapter 26. 
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PART C 


DETERMINATION OF 
BUSINESS INCOME 
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CHAPTER 22 
GENERAL BUSINESS INCOME 


We are concerned in this chapter with the measurement of business in- 
come, Individuals either own businesses directly as proprietors and 
partners, or own them indirectly by holding residual claims against inter- 
mediaries, such as corporations, co-operatives and trusts, that carry on 
business. We have already discussed the tax implications of carrying on 
pusiness through these varticular forms of intermediaries in Chapters 19, 
20, and 21. The important conclusion was that the business income accruing 
to the benefit of an individual taxpayer should be measured by common 
standards regardless of the particular xind of business or the form of 
intermediary through which it passes. Therefore, in this chapter we 
are concerned with the determination of the income of a business without 


regard to the legal form under which it is conducted. 


Succeeding chapters deal with the problems of measuring and taxing the 
business income of taxpayers in some industries that have unique character~ 
istics. These are mining, petroleum, financial institutions (including 
life insurance ), farming, forestry, fishing, general insurance, and con- 
struction. In seeking to resolve these problems our objective is to acnieve 
neutrality in the treatment of business income arising from different kinds 


of businesses. 


Although this chapter is concerned with the determination of business 
income, it is important to keep in mind that much of the significance 
attached to the source of income under the present legislation would dis- 
appear under our proposals. Of varticular importance is the elimination 
of most of the tax consequences of the present distinction between income 
from business and income from property, a differentiation that is often 
difficult to make and has caused much of the uncertainty and inequity in 
the present tax system. Therefore, although it is useful for descriptive 
purposes to discuss our proposals as they apply to the various sources of 
income, we will suggest very few measures that are applicable to only one of 


the sources. 
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THE PRESENT SYSTEM IN GENERAL 


Income from a business is brought into charge under sections 2 and 3 
of the Income Tax Act, and section 4 provides that income from a business 
for a taxation year is the profit therefrom for the year. Section 139(1)(e) 
provides that business “includes a profession, calling, trade, manufacture 
or undertaking of any kind whatsoever and includes an adventure or concern 


in the nature of trade but does not include an office or employment". 


The provision in section 4 that income from a business is the "profit" 
therefrom requires a determination of profit. That term is not defined in 
the Act but in practice the starting point for such determination is usually 
profit as established under recognized accounting practices ay Such 
practices must yield, however, both to express provisions of the Act and 
to decisions of the courts holding that in certain respects such practices 


are not applicable in the computation of income for tax purposes. 


In calculating profit it is, of course, necessary to consider what is 
to be brought into income, when the income is to be brought into account, 


what expenditures are deductible and when such deductions can be made. 


In determining what is to be brought into income, accretions to capital 
or property gains and other capital items are now excluded, in accordance 
with the established doctrine discussed in Chapter 9. There are also certain 


statutory exemptions which will be referred to later in this chapter. 


Business income is ordinarily brought into account on the accrual basis, 
although farmers and members of professions may compute income on the cash 


method 2). 


The use of the word "profit" in the general definition of income from a 
business necessarily means that only net income is to be taxed, that is, 
gross revenue less the costs incurred in producing it. Such costs. are, 
broadly speaking, of two kinds: those incurred in the day-to-day operation 
of the business, and an appropriate proportion of those costs incurred. for 


the production (or preservation) of future revenue. 
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In determining whether particular expenses are deductible, account 
must be taken of recognized accounting practices, the express provisions of 
the Act and established legal doctrines. There are a number of provisions 
that limit the deductibility of certain expenditures. In Chapter 9 we 
discuss: section 1 (wa) which prohibits the deduction of any outlay or 
expense except to the extent that it is made for the purpose of gaining or 
producing income; section 12(1)(b) which prohibits the deduction of capital 
expenditures or allowances for depreciation, obsolescence or depletion 
except to the extent that they are specifically permitted oy the Act; sec- 
tion 12(1){c) which prohibits the deduction of an outlay or expense if made 
+0 produce exempt income; section 12(1)(h) which prohibits the deduction of 
personal. or living expenses of a taxpayer except for designated travelling 
expenses; and section 1e(2) which prohibits a deduction in respect of an 
otherwise deductible expenditure except to the extent that it is reasonable 


in the circumstances. 


The exclusion of capital receipts from income is based on legal decisions 
rather than any express provision of the legislation. The law contains a 
general prohibition against the deduction of capital expenditures a). 
Allowances for some capital expenditures, such as the cost of fixed assets, 
specified interest payments and certain costs of obtaining financing are 
expressly permitted h/. Other capital expenditures, because the Act does 
not specifically permit their deduction, may not be deducted either currently 
or, because they do not fall within the capital cost allowance provisions, 


over a period of time, and are known for tax purposes as "nothings". 
Pd 


As to the timing of deductions, the ordinary rules of accrual or cash 


accounting, depending on the method followed by the taxpayer, will usually 


apply. 


Income for the year is income from all sources, 5/ and a taxpayer is 
permitted to deduct a business loss from his other income in the year in 
which the loss was sustained. He may also carry business losses back one 


year and forward five years, but only against business income 6/. This is 
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subject to restrictions in the case of a corporate taxpayer if control of 
the corporation changes and the business in which the loss was incurred is 
discontinued cy The rule as to deduction of business losses from other 
income is subject to a limitation in the case of so-called "hobby farmers", 


as explained in Chapter 25 which deals in part witn agriculture. 


We also consider in this chapter the position of new and small businesses, 


which have a very important place in the Canadian economy. 
Appraisal 


We have reviewed briefly the present general rules for the taxation of 
business income relating to the revenues and gains which are brought into 
account, the expenditures and outlays which are deductible, and the time 
when the revenues and expenditures are taken into account. When viewed in 
the light of our comprehensive tax base it appears to us that the present 
rules are deficient in all three respects. Under our approach, all revenues 
and all expenditures must be taken into account in the computation of income 


and the principal problems remaining are those of timing. 


The provisions of the present legislation with regard to tne carry- 
over of business losses and their application against other income are in 
our opinion too restrictive, and we shall make suggestions as to ways in 


which they should be liberalized. 


We have also considered the existing rules relating to the tax treat- 
ment of business transactions between persons who do not deal at arm's 
length, as in the case of parent and subsidiary companies. We think that 
these rules are inadequate and that more comprehensive regulation of such 


transactions is required. 
MAIN PROBLEM AREAS 
Application of Accounting Practices 


We mentioned earlier in this chapter that under the present tax system 


the usual starting point for the determination of profit from a business is 
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the application of recognized accounting practices. We also pointed out 
that such practices are in some cases overridden by statutory provisions 
and legal decisions. The courts look to accounting practices in determining 
the meaning of profit, but have found that such practices are not always 


permissible for tax purposes. 


The present statute does not expressly state that business income is to 
be computed according to recognized accounting practices. We have considered 
whether some such provision could now usefully be inserted in the tax legis- 
lation. Such a change might permit the elimination of a number of statutory 
rules and the simplification of the legislation generally. In Chapter 9 we 
pointed out that this same question was the sub ject of serious consideration 
at the time of the revision of the Canadian income tax legislation in 1948, and 
that it was then decided that the wide divergences in accounting practices 
were such that a provision of this kind was not practicable. The result was 
that the statute simply provided that income from a business was the "profit" 


therefrom. 


In view of the many developments in the principles and practices of 
accountancy, we felt we should put to the accounting profession itself the 
question whether a specific reference in the legislation to accounting 
principles or practices would be desirable. The question was referred to a 
Special Tax Committee of the Canadian Institute of Chartered Accountants and 
referred by that Committee to the Institute's Accounting and Auditing 
Research Committee. In view of the importance of the matter, the full text 
of the reply of the latter Committee is given in Appendix A to this Volume. 
It states that the majority of the Committee reached the conclusion that a 
specific reference to accounting principles or practices in the income tax 


legislation would not be desirable. 


We have concluded that the opinion expressed by the Canadian Institute 
of Chartered Accountants should prevail, and that the income tax legislation 
should not contain a provision prescribing the application of accounting 


principles and practices in the computation of profit. This conclusion does 
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not imply that accounting principles or practices are deficient, for indeed, 

we believe that recognized accounting practices should be taken into account, 
sub ject to the express provisions of the legislation and applicable court 
decisions as is now the case. Rather, it reflects our belief that the con- 
cept of income for tax purposes has unique characteristics which are fre- 
quently at variance with accounting concepts. In the detailed discussion below, 
we propose that some of the present statutory provisions affecting the computa- 
tion of income from a business should be repealed, and we expect that 

1f this were done the courts would look more to accounting and business 
practices in the future than they have in the past. However, in areas 

where these practices were not sufficiently precise for tax purposes some 
statutory rules would have to be used, and because such rules would doubt- 

less have to cover many situations they might have to be arbitrary in order 


to avoid undue legislative complexity. 


When we approached the Canadian Institute of Chartered Accountants, we 
were unable to tell them of the material changes in the computation of 
business income for tax purposes which the adoption of our comprehensive 
tax base would bring about. We believe it is unlikely, however, that the 


opinion they formed would be altered by our proposals. 
Inclusions in the Tax Base 


In determining the income of a business for tax purposes it is 
necessary at present to distinguish between gains of an income nature and 
those of a capital nature. Earlier in this Report we discussed the develop- 
ment of this concept in Canada and also summarized the treatment in the 
United States and United Kingdom. As far as a business is concerned, gains 
of an income nature are those arising in the ordinary course of the commer- 
cial activities which the business was formed to carry on, an obvious ex- 
ample being the revenue from the sale of inventory to customers. Gains of 
@ capital nature may arise from the Abenese ie of the business itself as a 
going concern or of all or part of what may be called the permanent structure 


of the business, an example being the gain on a disposition of the land, 
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buildings or equipment of the business. As such assets are regarded as 
capital assets, gains arising on their disposition are ordinarily regarded 
as accretions to capital and are not normally brought into income for tax 
purposes. In some of the legal decisions the distinction is drawn between 
receipts from the disposal of circulating capital, which are income, and 


those from the disposal of fixed capital, which normally are not. 


There are some statutory exceptions to the rule that the proceeds of 
disposition of capital assets are not taxable. Under section 6(1)(3), amounts 
received which are dependent upon the use of, or production from, property 
are brought into income even if they are instalments of the sale price of 
property (other than agricultural land). This provision materially limits 
the forms in which a transaction may be cast without giving rise to tax 
liability by the vendors of properties such as patents, franchises and 
mineral rights. Under section 20, capital cost allowances taken on de- 
preciable assets may be recaptured if the assets are sold for more than 
their undepreciated capital cost. On the sale of a business or part of a 
business, the consideration received for inventory must, under section 85E, 


be taken into account in determining income. 


Other illustrations may readily be given of the distinction which has 
been drawn by the courts between gains of an income nature and gains of a 
capital nature. Thus,profits on foreign exchange will be taxable if they 
relate to inventory transactions, but not if they relate to the acquisition 
of capital assets. The proceeds of fire insurance will be treated as taxable 
if the property damaged or destroyed is circulating capital, but not if it 
is fixed capital (unless by way of recapture of depreciation). Compensation 
received for the failure of the other party to carry out a normal commercial 
contract will ordinarily be treated as income, but if the contract is one of 
major importance and forms part of the permanent structure of the business 
such compensation may be treated as capital. Government subsidies will be 
regarded as income if they are granted to supplement income, but as capital 


if their purpose is to assist in the acquisition of capital assets. 
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We have already referred to the difficulties under the existing system 
of determining whether a business is being carried on and whether particular 
income is from business or from property. Where it is plain that a business 
is being carried on, it may still frequently be difficult in practice to 


distinguish between gains of an income and those of a capital nature. 


Because capital is invested in a business or property to gain an 
economic reward, we think it follows that any resulting gain of any kind 
should be taken into account in the determination of income for tax purposes. 
Accounting practices recognize that in the long run all revenue, as well as all 
expenditure, must be taken into account in measuring the income of a business. 
Because income is measured in annual periods, the main concern is to produce 
a record of annual earnings that indicates fairly the progress of the business. 
It is recognized that to a considerable extent the allocation of revenue and 
expenditure between annual periods is necessarily inexact, and that the in- 
clusion in one year of miscellaneous amounts having to do with a different 
year is inevitable. The main concern of the accountant is to show such 
amounts separately if they would otherwise materially distort the income for 
the year concerned. But even though they are snown separately, they would 
usually be included in the calculation of total income for the year, and 
would certainly be included in arriving at income accumulated to date. On 
the sale of an asset, any costs applicable to it that have not been written 
off previously as an expense would be charged against the proceeds of the 
sale and, to the extent that such proceeds exceeded the unabsorbed cost, the 


excess would usually be regarded as income available for distribution. 


Thus ,the position under the present law is that a distinction of little 
significance to businessmen or accountants is of major importance for tax pur- 
poses. In the business world the question is not whether, but how or when, par- 
ticular receipts or expenditures should be reflected in earnings, For tax pur- 
poses the segregation of capital and income items is now fundamental, ‘This dis- 
tinction is inequitable in our view, because any gain or loss changes the 


economic power of the taxpayer. In addition, the current tax treatment has 
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produced uncertainty and hes given an exaggerated importance to the tax 


implicetions of many business transactions. 


The present exemption of property geins from tex frequently leads to 
attempts to cest transactions in a form which minimizes tax. For example, 
on the sale of 2 business there may be considerable advantage to the purchaser, 
with no disadvantege to the vendor, if the consideretion for goodwill is 
included in the price of a depreciable asset. As we shall see later in dealing 
with expenditures, there is also ea significent anomaly within the tax system 
beceuse the cost of developing 2 capital asset such as goodwill may be 
deductible, for example, the cost of advertising, whereas the proceeds of 
these assets when sold are non-taxable. The desire to realize non-texable 
asset gains may also cause taxpayers to sell their businesses or business 


assets, rather than operate them to earn income that would be taxable, 


At the present time, gifts received by a business are not ordinarily in- 
cluded in income for tax purposes. Cancellation of debt generally gives rise 
to income only when it is considered to be some kind of price rebate. Under 
the comprehensive tax base all such gains would be included in income. The 


implications of this change are discussed in Chapters 17, 18 and 20. 


The comprehensive tax base that we recommend requires that all revenue 
be included in the tax base regardless of the way in which it arises or the 
source from which it comes. The adoption of this base would not only establish 
a common ground on which to measure the business income of all taxpayers but 


would also produce the following results: 


a ae Reduce uncertainty in the present tax system by removing the distinction 
between property gains and income. 

e% Simplify the present legislation by permitting the elimination of 
provisions necessitated by such distinction. 

Pe Bring the tax treatment into closer touch with the realities of the 
business world and thereby reduce the effect of tax considerations on 


business transactions. 
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Timing of Revenue 


The ideal method of determining the business income of all taxpayers 
would be to measure changes in economic power, including unrealized revenue. 
This approach would recognize that the creation of revenue is a gradual and 
continuous process, starting, for example, with the construction of production 
facilities and continuing through the development of a market, the taking of 
orders, the production of a commodity, and finally to the sale and delivery. 
Because all these steps are necessary in creating revenue, why should re- 
cognition of the revenue be delayed until the final moment of sale? We dis- 
cuss in Chapter 8 the problems that would arise if income was recorded only 


wnen realized. 


Completely objective measures of the potential revenue created at 
various stages in the process have not yet been developed, so that compromises 
are necessary. The determination of income is today a matter of recognizing 
revenue when the readily identifiable events of sale or disposition take 
place and of matching costs as accurately as is practicable against that 
revenue. In considering whether revenue should be recognized as arising at 
other times, it is important to bear in mind that objectivity, which is one 
of the prime considerations in accounting, is equally essential for tax 
purposes and therefore we cannot contemplate, at least for the present, a 


tax system based on rules less objective than those used in accounting. 


Under accounting practice, revenue is not usually taken into account 
until goods or services have been provided to the customer and cash or a 
legal obligation convertible into cash has been received for them. Not in- 
frequently, of course, amounts are received in advance of the provision of 
goods or services. Uncertainty as to the proper treatment of such amounts 
led to the enactment of section 85B of the Act, which deals in a comprehensive 
fashion with the timing of revenue. This section provides that "...every 
amount received in the year in the course of a business...that is on 
account of services not rendered or goods not delivered before the end of 


the year or that, for any other reason, may be regarded as not having been 
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earned in the year or a previous year" shall be included in income, but it 
also permits reserves to be established in respect of the portion of such 
amounts unearned during the year. The section also provides that (unless the 


taxpayer is on the cash basis) in computing income " 


---every amount receivable 
in respect of property sold or services rendered in the course of the business 
in the year shall be included notwithstanding that the amount is not receivable 


until a subsequent year...", and it permits certain reserves to be established 


in respect of amounts so receivable for property sold. 


Because this section does not differ greatly from business practice and 
provides a legal framework within which to determine a taxpayer's liability, 
it may be thought to provide a satisfactory rule for tax purposes. We can- 
not, however, view the section with complete satisfaction. It is open to 
the objection that it requires amounts to be included in revenue that may 
not give rise to any net income at all, and the taxpayer is not assured that 
offsetting relief is afforded by the section. The provision, as it stands, 
is sO complex that many of its implications are still not fully understood, 
even though it has been in the legislation since 1955. It is broad enough 
to deal with many of the situations which may arise in practice but there 
are still areas of uncertainty oy. It appears to us that one of the key 
provisions that makes the section workable is that the reserves to be de- 
ducted must be reasonable, and yet this same test would be applied in any 
computation of profit according to recognized accounting practices. In 
their appearance at the public hearings of this Commission, representatives 
of the Canadian Institute of Chartered Accountants recommended the repeal of 
section 85B, subject to the retention of specific rules regarding instalment 
sales and the introduction of an allowance (which the section now denies) for 
guarantees, indemnities and warranties Gi. We agree with this proposal, 
because we have concluded that accounting and business practices have 


developed to a satisfactory degree. 


Another problem with respect to the timing of revenue arises from the 


fact that, although revenue may be treated as realized when a sale is made 
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on credit, the receivable may turn out to be uncollectible. This’ possi- 
bility is recognized in the present legislation by paragraphs (e) and (f) 

of section TECL) which permit, respectively, the deduction of a reasonable 
reserve for doubtful accounts and for accounts which turn out to be bad. In 
general, these provisions have proven satisfactory, although certain taxpayers 
have complained that the tax authorities place too much emphasis on an examina- 


tion of specific accounts in determining what reserve is reasonable. 


Under section 12(1)(e), no deduction of reserves is permissible in com- 
puting income unless such reserves are expressly provided for in the legis- 
lation. Apart from allowances for depreciation and depletion, this means that 
reserves for business generally are restricted to those permitted under 
sections 11(1)(e) and 85B. These provisions may have been necessary in the 
days when the businessman determined arbitrarily the amount set aside from 
profits for various purposes. However, we believe that the general pro- 
hibition of reserves has led to an over-emphasis by the tax authorities on 
the time at which revenues are recognized, and that in the present state of 


accounting and business practice such a provision is undesirable. 


It also should be noted that the Canadian Institute of Chartered 
Accountants has recommended that the term "reserve" be applied only to a 
restricted number of items ye We suggest that in any future legislation 


the terminology suggested by the Institute should be taken into account. 
In view of the foregoing considerations, we recommend the following: 


AP The general disallowance of reserves should be deleted from the 
legislation. 

ex The present specific provisions for reserves, namely, sections 85B and 
11(1)(e), should also be repealed; with the result that the general statu- 
‘tory test of reasonableness would then apply to allowances for unearned 
income, to allowances for estimated losses in the value of aceounts 
receivable, and to allowances in respect of the losses that could 


result from guarantees, indemnities and warranties. 


Bey 


De In those cases where a test of reasonableness is difficult to apply 
and where it would be feasible to employ an arbitrary standard, the 
legislation should contain specific provisions with arbitrary rules 

to eliminate uncertainty. However, such rules should be framed so as 
to permit the most accurate estimate to be made of the average losses 
anticipated and should not make any allowance for contingencies. Thus, 
in Chapter 24, which deals with financial institutions, we recommend 
that specific arbitrary percentages should be established for the use 
of banks in valuing their loan accounts, and for all taxpayers in 


valuing real property mortgages receivable. 


The implementation of these recommendations would be facilitated by 
consultations between the business and professional communities and the 
tax authorities, and we envisage that such consultations could take place 


through the informal advisory committees we recommend in Chapter 32. 


This discussion concerning the timing of revenue for tax purposes has 
been in terms of the "accrual" basis of accounting, which we consider gives 
the best measurement of business income. The use for tax purposes of another 
common method of accounting referred to as the "cash" method is discussed 


later in this chapter. 


Deductibility of Costs 


Our affirmation of the general principle that all realized revenues of 
a business should be brought into income carries with it the further prin- 
ciple, to which we subscribe, that all reasonable business expenditures 
should be deductible at some time. However, we have also expressed support 
for the cardinal principle that in computing his taxable income no taxpayer 
should be permitted to deduct costs of a personal consumption nature. Thus, 
while we suggest that all costs related to the earning of income should be 
deductible at some time, we point out in Chapters 7 and 8 that expenditures 
which relate to personal enjoyment, use, or consumption cannot be allowed 


to reduce the comprehensive tax base. The problem in determining what costs 
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should be deductible is to ascertain whether an expenditure reasonably 
relates to the earning of income or is of a personal consumption nature. 
Most of the following discussion is concerned with establishing procedures 
for making this distinction in a feasible manner. We also consider the 
problem of determining the time at which a deductible expenditure should be 


allowed as a charge against income. 


In Chapter 9 we discussed the deduction provisions contained in the 
present legislation, and the implications for these provisions of the 
adoption of the comprehensive tax base. We then suggested which sections 
of the Act could be eliminated and what general changes should be made in 
the remaining sections concerning the deductibility of expenditures. More 
important, we recommended that the sections remaining should be applicable 
to all income and should not be restricted in application to certain kinds 
of income. It is useful at this point to review the conclusions detailed 
in Chapter 9 and to point out their implications for the determination of 
income from a business. It is important to keep in mind that business 
income would continue to be determined for tax purposes in accordance with 
recognized accounting practices, but would be subject to the express pro- 


visions of the legislation and to any applicable legal decisions. 


Section 12(1)(a) denies a deduction for an outlay or expense that was 
not made for the purpose of producing income. We believe that this limita- 
tion is unduly restrictive for there are expenditures, such as those which 
save costs, which may not be productive of income in a narrow sense but 
which should be allowed. Therefore, we suggest that the legislation should 
provide for the deduction of expenditures that are reasonably related to the 
gaining or producing of income. Such a provision should be expressed in 


wide, general terms. 


Section 12(1)(b) provides that no deduction may be made in respect of 
capital expenditures or in respect of depreciation or depletion except as 
expressly permitted in the legislation. The general denial of a deduction 


of capital expenditures in computing income is simply another reflection of 
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the distinction between income and capital items for tax purposes which has 
existed in Canada since income tax legislation was first introduced. Accre- 
tions to capital have not been included in the computation of income, and 
expenditures for capital purposes have not been deductible. It is clear that 
the distinction between current and capital expenditures is frequently agiffi- 
cult to draw and has caused, and is continuing to cause, confusion and un- 


certainty among taxpayers and the tax authorities. 


Some types of capital expenditure may qualify for capital cost allowance 
so that in some cases the question of whether an expenditure is a current or 
capital item simply affects the timing of the deduction. There are, however, 

a number of types of proper business expenditures, the so-called "nothings", 
which have been considered to be of a capital nature but for which no capital 
cost allowance is permitted. Examples of expenditures falling into this 
category iriclude the cost of obtaining or terminating contracts of particular 
types, the cost of acquiring lists of customers, certain losses on advances to 
suppliers or customers, certain costs related to the issuance of securities, 
payments for goodwill, and certain expenditures for projects which ere proposed 


but not consummated, for example, payments under options arid “architects fees. 


During our public hearings we received representations concerning the 
treatment of expenditures of this nature from a number of participants including 
the Canadian Bar Association and the Canadian Institute of Chartered Accountants. 
The 1965 amendments to the Income Tax Act provided relief in respect of a few 
such items. Under the comprehensive tax base all business expenditures would 
be allowable at some time, so that the problem would then become one of timing. 
Accordingly, we recommend that all expenditures that would be deductible under 
our test should be taken into account when incurred, unless they result in 
the acquisition of an asset which either falls within the definition of a 
specific capital cost allowance class, or is an asset; such as land or securities, 
which is not ordinarily expected to depreciate in value and the cost of which 


would be taken into account in computing the gain or loss when the asset was 
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disposed of. This would involve an extension of the present capital cost 
allowance system, and would mean that a particular business expenditure would 
be deductible when incurred unless it was the cost of an asset of the type 
referred to above or was an item that the legislation specifically required 
to be amortized over a riod of time. Much of the present uncertainty 
would disappear, and the term "nothings" would become obsolete. This recom- 


nendation is discussed further in the next section on “Timing of Costs". 


The deduction of expenditures for the purpose of producing exempt income 
is denied by section 121 tc). Under the comprehensive tax base, we antici- 
nate that exempt income would be virtually eliminated, and that such 2 pro- 
vision would cease to be necessary. We also propose that the present Sspeciric 


restrictions on the deduction of interest expense should be repealed. 


Section 12(1)(h) denies a deduction for personal or living expenses 
except for certain travelling expenses. We have already emphasized that a 
very difficult and important distinction must be made between business and 
personal expenditures, for there can hardly be fair treatment of all tax- 
payers if some can charge personal expenses against taxable income and others 
cannot. The problem is broader than that already discussed in connection 
with employment income because it can also involve personal benefits pro- 
vided to customers or suppliers of the business or to the owner of the 
business. In the last case, there is no natural constraint on the amount of 
the benefit because the payer and recipient are the same. We have already 
proposed a general rule that expenses be related in a general way to the 
earning of income. In addition, we recommend the retention of the present 
section 12(2) that limits deductions to an amount that is reasonable in the 
circumstances. We also agree that a provision is required to prohibit the 
deduction of expenditures that are of a personal nature. We have already 
discussed the current interpretation of section 12(1 dU) by the courts, and 
we have expressed the belief that, at least initially, it should continue tO 
be left to the courts to establish the rules for border-line cases in this 


area. Some specific and arbitrary rules should, however, be included in the 
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Reguletions to indicate the amounts to be deducted for specific kinds of 
expenditures where the uncertainty is great or where as a matter of policy 


a particular rule is to be adopted. 


In Chapter 14, we suggested specific rules for travel and entertainment 
expenses, commuting expenses, club dues, etc. The guidelines we laid down 
there for identifying and valuing personal benefits should also apply to 
business income. The general approach for dealing with expenses that benefit 
employees should be applied to expenses that benefit customers, suppliers, or 
shareholders, that is, the expenditure involved should generally be deductible 
in determining the income of the business, and should be reported in the 
jncome of the individual who received the benefit. Failing such identifica- 
tion with the recipient, tax on a grossed-up basis at the top personal rate 
should be payable by the business whether or not the business was itself 
tax-exempt. The tax so paid by the business should be treated as an expense 
for tax purposes. Where the expenditure represented a gift conferred by an 
owner of the business, the amount thereof should be treated as income of the 
actual recipient, because it would represent a gift to hin, and should also 


be taxed, on a grossed-up basis, to the owner of the business. 


Section 12(2) denies the deduction of expenses to the extent that they 
are not reasonable in the circumstances. This provision, which has not been 
the ERE of a great deal of litigation, permits the Department of National 
Revenue to disallow expenditures which could hardly be justified from a 
taxation point of view. Thus,it is a necessary part of the legislative 
measures that are required in order to differentiate between expenditures 
for the purpose of earning income and those that are of a personal nature. 

It is true that the test has given rise to some complaints because business- 
men feel that they should be the best judge of what expenditures are reason- 
able for the purposes of their business, and we appreciate this point of view. 
However, it seems to us that this constraint on the principle that all 
business expenditures should be allowed is a fair one and should be retained. 


The question of reasonableness in particular circumstances would, of course, 
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continue to be left to the courts for ultimate determination in the event 


that the taxpayer and the tax authorities were unable to resolve a dispute. 
Timing of Costs 


If business income could be measured in terms of increments in economic 
power, whether realized or not, there would be no need to deal separately 
with expenditures. The result of operations would be shown by comparing the 
net change in economic power for any given period, thereby automatically 
allowing for both the incomings and the outgoings. Because it is not always 
possible to measure a change in economic power when it is not realized, and 
one is ordinarily forced to recognize revenue only when a transaction takes 
place, we have to deal separately with expenditures. Expenditures usually 
precede the realization of related revenue, so that the rules for measure- 
ment of business income must provide for the treatment of expenditures made 


in advance of the receipt of revenue. 


One approach is often referred to as a process of matching costs 
against revenue. As we shall see in reviewing different types of costs, 
it is often difficult to identify specific costs with specific revenue, 
and, moreover, there is no certainty that any revenue will result from 


many types of expenditures. 


Another approach is to treat expenditures as costs when incurred except 
when it is known they will bring future benefit. Under this approach, assets 
on a balance sheet, such as inventory and depreciable assets, can be viewed 
as residues of unabsorbed costs that are being carried forward against 


future periods. 


Both these approaches raise the common problem that they require 
estimates to be made of the extent to which expenditures already made will 
produce a benefit in future periods. In other words, even though revenue 
is usually brought into account when ere costs must frequently be 
carried forward beyond the period in which they were incurred. For this 


reason the treatment of costs is one of the most difficult problems in 
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accounting practice, and arbitrary rules may be necessary for tax purposes 
to provide certainty in the treatment of taxpayers in different businesses 


and to minimize differences in the treatment of their costs. 


Inventory. The word "inventory" generally is used to describe goods which 
are purchased or manufactured for sale in the ordinary course of business. 
The purpose of inventory accounting is to bring certain costs into appropri- 
ate accounting periods. The determination of business income is then simply 
a matter of delaying the deduction of the costs of obtaining or creating the 
inventory until its sale. For a simple retailing operation in which goods 
are sold very soon after being purchased this is a fair statement, but for 
many business activities the matter is not simple. There are difficult 
problems in deciding which costs should not be written off as incurred but 
included in the inventory, and in determining by objective standards the 


extent to which the costs will benefit future periods 11/. 


These difficulties are largely glossed over in the present provisions 
with respect to inventory valuation for tax purposes. Section 14(2) of the 
Act permits inventory to be valued at cost or market, whichever is lower, 
and section 1801 of the Regulations permits inventory to be valued all at 
cost or all at market. The terms "cost" and "market" are not defined. In 
practice, the various ways of determining "cost" and "market" under accounting 
maa habia usually accepted, although there are some areas of dispute. For 
example, there may be difficulties regarding the amount of overhead to be 
included in cost, or regarding the valuation of second-hand items. In cases 
where the cost of inventory is written down to estimated market value, the 
tax authorities may contend that such an adjustment constitutes a "reserve" 


that is not allowed by the legislation. 


It is evident that the rules regarding inventory valuation in the 
present legislation reflect the variety of methods used in practice, but 
they do little to help with the real problems, and should be removed. At 
the same time complex legislation would be necessary to provide satisfactory 


rules to ensure that taxpayers with businesses in different circumstances 
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would be treated fairly. Because the tax authorities are concerned with 

the degree of variation in inventory valuation found in businesses in Similar 
circumstances, we considered the desirability of simple specific rules to 
ensure a minimum common standard in measuring business income. For example, 
one such rule would be to require that all businesses include in inventory 
the costs of the estimated variable and fixed overhead applicable to their 
inventory. We concluded, however, that specific rules should be introduced 
only if, after consultation between the tax authorities and the business and 
professional communities, there was little consensus on acceptable methods 

of valuation, and if the courts' interpretation of the word “profit” did not 


produce a satisfactory result. 


Once the amount of cost embodied in an inventory has been determined, 
there remains the problem of matching that cost against the proceeds of 
sale. Such identification is often physically impossible, and a common 
assumption is that the items first purchased or manufactured are those which 
are first sold (first-in-first-out method), or alternatively that the cost of 
an item sold is represented by the average cost of items on hand at the time 
of the sale. In a period of rising prices the matching of costs in order of 
purchase or manufacture against the current selling price will result in 
higher recorded profits than with the average cost method. Conversely, in 
a period of falling prices, the recorded profits would be lower under the 
first-in-first-out method. Use of the average cost method accelerates the 
rate at which the recorded costs change after prices have risen or fallen. 
Another assumption used in certain businesses is that the last items of 
inventory purchased are sold first (last-in-first-out method). The emphasis 
in the last-in-first-out method is entirely on matching changing costs with 


revenues . 


The present legislation offers no guidance on the appropriate method 
of matching costs of inventory against revenue. In the well-known Anaconda case 


12/, however, it was held that this is one area where a practice that was 


acceptable for accounting and commercial use was not always acceptable for 
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tax purposes. The Supreme Court of Canada found that the last-in-first-out 
method of inventory valuation was an acceptable accounting method of determining 
profit for tax purposes in the circumstances of the particular business 13/. 
However, the Privy Council reversed this decision on the grounds that while 

the method might be acceptable for accounting or commercial purposes, it was 

not acceptable for tax purposes because, on the assumptions made, it dis- 
regarded ascertainable physical facts relating to the value of the remaining 
inventory, and permitted an increase in inventory values to be free of tax in 

a period of rising prices, and so was not appropriate to a tax system which 


measured income on a year-to-year basis 12/. 


In this context, we believe that the tax purpose is at variance with the 
accounting purpose. Under the accounting purpose we can see that in certain 
circumstances there is some validity in using the last-in-first-out method of 
inventory valuation in measuring the annual income of a business as a going 
concern. Although accountants are somewhat concerned about the balance sheet 
inventory value that may result from this procedure, many accountants regard 
balance sheet considerations as secondary to those of the income statement. 
For tax purposes, we are of the opinion that the cost figure attributed to 
inventory on hand should be close to its most recent cost, and that the first- 


in-first-out method is generally preferable. 


Although we have this important reservation about the use of the last- 
in-first-out method of inventory valuation for tax purposes, we recognize 
that in those circumstances where it is particularly appropriate, taxation 
based on other methods may cause a strain on cash resources for temporary 
periods. We have therefore given careful consideration to whether a means 
could be found to permit limited use of the last-in-first-out method for 
tax purposes, which would prevent it from being used as a protection against 
inflation and yet at the same time meet the requirements of these taxpayers. 
Such an approach would mean that the inventory value could not depart 
materially from current market value. If market values rose above cost as 


calculated under the last-in-first-out method, the inventory value should 
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be adjusted upwards so that it was no less than, say, 50 per cent of the 
average market value of the past three years, including the current year. 

If, on the other hand, market values fell below cost and the inventory value 
was therefore written down to market, it should be adjusted upward by any 
subsequent market recovery until its original cost value was reached. After 
that point, inventory values would be adjusted above cost only when cost was 
less than 80 ver cent of average market value as already stated. In addition, 
we believe that any such provision should be limited to those industries where 
this method of inventory valuation is suitable to the circumstances of the 
industry and is actually used by businesses in their financial statements. 

As noted in the Exchequer Court decision in ane Anaconda case, 14/ the last- 
in-first-out method is appropriate in circumstances where the sale price of 
the finished product closely reflects the current replacement cost of the 
materials content of the finished product, the inventory is large with a 
slow rate of turn-over, and the company does not speculate or trade in its 
materials. With these restrictions, it seems to us that only those taxpayers 
+0 whom the last-in-first-out method was particularly suited would make use 
of the provision, and that at the same time it would be useful to them. We 
have also given consideration to the economic implications of this method of 
inventory valuation. As we have already indicated in the discussion on 
economic stability in Chapter 5, investment in inventories is a source of 
short-run instability. Because the last-in-first-out method of inventory 
valuation tends to reduce profits in periods of rising prices, and to in- 
crease profits in periods of falling prices, its use might tend to stabilize 
business decisions. On the other hand, it would reduce the funds diverted 
to taxation in periods of upswing and would increase the diversion of funds 
in times of downswing with a destabilizing effect on the supply of funds to 


business. 


In view of these considerations, we recommend that those businesses 
for whom the last-in-first-out method of inventory valuation is suited (as 
above set out) should be permitted to use that method, provided that they 


use it for their financial reporting and that, for tax purposes, the value 
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attributed to the inventory should not be permitted to fall below 80 per cent 
of the average market value. With the exception of these rules concerning 
the last-in-first-out method, we think that the valuation of inventories should 


not be subject to legislative rules. 


Depreciable Assets. We now consider the timing of the deduction for expendi- 
tures on certain assets, such as buildings and equipment, which are useful 


over long periods and are commonly referred to as depreciable assets. 


For tax purposes the most equitable method of deducting costs of 
depreciable assets would be one which matched the cost of such assets against 
the income arising from their use. Obviously to do this before their useful 
life had in fact expired would not be a simple task, because useful life 
might vary from one year to many years, and productivity would change from 
year to year. Yet, if the business income of all taxpayers is to be measured 
on the same basis, allowance must be made for these costs in a way which 


produces a reasonably accurate statement of income from year to year. 


Under the Income War Tax Act depreciation on a straight-line basis was 
permitted on tangible assets, but only at the discretion of the Minister. 
Depreciation was considered to be essentially an allowance for wear and tear, 
so that it could apply only to tangible assets actually in use, and did not 
take into account the diminishing value due to obsolescence. There was 
dissatisfaction with the system because no official rates were ever published, 
and a taxpayer could never know whether he was receiving the same allowance 
as his competitors in the same business. Profits or losses on disposal of 
depreciable assets were considered capital in nature and were not taxable 


or deductible. 


When the Income War Tax Act was replaced in 1948, and ministerial dis- 
cretion was almost completely abandoned, "depreciation" gave way to the 
"capital cost allowance" concept for the amortization of the cost of assets. At 
the same time the allowance was extended to include certain intangible assets 


such as leasehold improvements, patents and certain franchises or concessions 
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for limited periods. Provision was also made on sale of assets for "recapture" 
of any excess capital cost allowance recovered through the sale. The use of 
the diminishing balance method, with its greater allowances in earlier years, 


in effect gave recognition, though in an indirect way, to obsolescence. 


Under the present system the taxpayer has a statutory right to capital 
cost allowances. For simplicity, the so-called depreciable assets are grouped 
in the Regulations into a relatively small number of classes, for each of 
which a rate is prescribed. The maximum annual allowance is determined by 
applying the class rate to the unclaimed capital cost, that-is, cost less 
capital cost allowance previously claimed, of assets in the class. Typical 
rates are 20 per cent for machinery and equipment, 5 per cent for buildings 
of concrete or steel construction, and 30 per cent for automobiles. When an 
asset is disposed of, the proceeds are deducted from the unclaimed costs of 
the class, thereby reducing allowances to be claimed in the future, or to the 
extent they exceed the unclaimed balance in the class, taken directly into 
income. Should the proceeds on disposal exceed the original cost of the 
particular asset concerned, such excess is not taxable. Taxpayers may claim 
capital cost allowance as soon as they own a particular asset, regardless of 
when it is put into use or whether construction is complete, and they have 
the privilege of claiming whatever amount of capital cost allowance they wish 


up to the maximum amount computed by using the specified rate. 


Submissions to the Commission indicate that the present system has 
served its purposes well and has operated to the satisfaction of taxpayers. 
However, we think it pertinent to ask how closely it has enabled costs to be 
matched against resulting revenue, and whether it has placed the measurement 


of business income on as fair a basis as possible. 


For guidance in this matter, we looked to the practice followed by 
business management in reporting income from operations. In a confidential 
survey of a number of corporations sinatiotea by our research staff, it was 
found that most large business firms did not use the diminishing balance method 


of depreciation in their accounts. For the years 1955 to 1962, during which 
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time the 113 corporations surveyed accounted for 25 per cent to 30 per cent 

of the total capital expenditures of all corporations in Canada, capital cost 
allowances claimed exceeded depreciation recorded in the accounts of the corpo- 
rations by approximately $1,200 million. The total deferment of tax resulting 
from these additional allowances is estimated to be almost $600 million and, 
when added to the deferred taxes of about $100 million recorded prior Cores}, 
a total cumulative deferment of tax of approximately $700 million to the end 
of 1962 results. These figures support the conclusion that the charges per- 
mitted under the present capital cost allowance system are, at least in the 
early years, in excess of what, in the view of management, is reasonably re- 


quired to measure "actual depreciation". 


Because the allowances under the present system appear to be generous in 
relation to a basis of determining business income that wes free of tax con- 
siderations, we considered whether more reliance should be placed on accounting 
and business measurement of depreciation in order to reflect more accurately 
the individual circumstances of each business and thereby to achieve greater 
equity. However, we found that the accounting profession itself readily 
acknowledged that any particular method of depreciation was at best an estimate, 
and that it laid primary emphasis on some reasonable method of amortizing cost 
which would be adopted and applied consistently. Thus, an amortization of 
equal annual amounts over an estimated lifetime, the "straight-line" method, 
may be just as acceptable as a method under which the annual amounts con- 
tinually diminish, as under the "diminishing balance" method. It therefore 
appears to us that reliance on accounting methods in this area would produce 
uncertainty, and would also have an unfortunate effect on business practices 
because the depreciation methods adopted would probably be adjusted to 


acnieve the maximum tax adventage 15/. 


We have therefore concluded that because of the uncertainty that could 
result from an attempt to match, on an annual basis, the costs of depreciable 
assets against resulting revenue, the use of simple and arbitrary tax rules 
is preferable. While sucn rules are unlikely to reflect accurately the annual 


loss in value of the assets, they et least ensure a minimum common standard 
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available to all taxpayers, and the ultimate allowance of all cost provides 

for a final reckoning. Liberal allowances are probably inherent in any simple 
system, and the present rates therefore appear generally to be satisfactory 16/. 
As we suggest in Chapter 4, a degree of liberality here can be accepted be- 


cause it would probably assist in economic growth. 


We therefore recommend that the basic system of capital cost allowances 


for depreciable assets and the general level of rates remain unchanged 17/. 


Although the basic system of capital cost allowances is satisfactory, 
some technical modifications should be made in its structure. We comment on 
the more important of these below. Comments on other specific features of 


the system are contained in a separate study 18/. 


As we have already noted, the present system permits a deduction to be 
claimed for assets even before they are put into use. This conflicts with 
the principle of matching costs against revenue, which we believe should 
govern. Therefore, we recommend that this feature should be deleted from 


the basic capital cost allowance system. 


The permissive nature of the capital cost allowance system is such that 
the taxpayer is not required to claim any allowance if he does not wish to 
do so. This again is a departure from a measurement of business income that 
is free of tax considerations and has had undesirable side effects, the 
nature of which will become evident in the later discussions concerning 
business losses and incentives such as the three-year exemption for new 
mines. It would thus appear that some capital cost allowance should be re- 
quired to be charged in arriving at a satisfactory measurement of business 
income. Because the rates under the present system tend to be on the liberal 
Side, any mandatory deduction of capital cost allowances could hardly exceed 
20 per cent of the permitted rates in any taxation year. The undesirable 
effects of the permissive nature of the capital cost allowances are, however, 
considerably reduced because of our recommendations for the more liberal 


treatment of losses and for the elimination of tax incentives in the form of 
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exemptions of certain income from taxation. Accordingly, we do not think 
the legislative complexity and record keeping which would be involved in 


requiring a deduction of capital cost allowance is warranted. 


Under the present capital cost allowance system, proceeds in excess of 
the original cost of an asset are not taxable. In accordance with our pro- 
posals for a comprehensive tax base, the excess should be included in in- 
come. Generally, the excess should be taken directly into income, and should 
not be credited to the class in which the asset was included. To avoid 
compliance problems on small dispositions, taxpayers might be permitted to 
credit to the asset class any proceeds of less than, say, $5,000 from bona 


fide separate disposals, regardless of the original cost of such disposals, 


At present, a terminal profit on disposal of all assets in @ class can, 
on election, be taxed under section 43 as though it had been received over 
the five years ending in the year of disposal. No similar provision exists 
for terminal losses. In view of the expansion of the loss carry-over pro- 
visions and the averaging provisions which we recommend elsewhere, this 
special provision in respect of terminal profits on disposal of depreciable 
assets would no longer appear to be necessary. However, the present practice 
of deducting the amount of the proceeds of disposition of an asset, up to 
the amount of its capital cost, from the balance in its capital cost allow- 
ance pikes should be continued. This would appear to be a simpler procedure and, 
where gains arise, more favourable to the taxpayer than the alternative of 
computing the undepreciated capital cost of the assets sold, deducting this 
amount from the balance in the class, and using this figure as the cost basis 


in computing the taxable property gain. 


The unclaimed cost of assets in a particular class cannot at present be 
deducted until all assets in the class have been disposed of. In certain 
cases, 19/ the rates of capital cost allowance may tend to be inadequate and 
there can be times when the unclaimed cost in any class may considerably 
exceed the original cost of the assets still on hand. We therefore recommend 


adoption of the suggestion made by the Canadian Institute of Chartered 
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Accountants that there should be a provision for an interim claiming of a 
terminal loss to the extent that the unclaimed cost in any class exceeded 


the original cost of the remaining assets. 


The subject of capital cost allowance cannot be closed without con- 
Sidering leasing arrangements under which the lessee has some right to acquire 
the property. By renting a long-term asset instead of owning it, a taxpayer 
may enjoy most benefits of ownership and yet obtain a faster deduction of its 
cost for tax purposes in the form of rent than he would have obtained in the 
form of capital cost allowance had he owned the asset. If the lessor is 
subject to all the normal requirements of the capital cost allowance system 
in respect of the asset, this arrangement need not be of particular. concern 
to the tax authorities. If, however, the lessor is able to accelerate the 
deduction of the cost of the asset, either by way of terminal loss upon 
disposal of the fixed asset, or as an inventory loss upon transfer of title 
to the lessee, the net effect is to achieve a faster write-off of the long- 


verm asset and thereby to defeat the purpose of the capital cost allowance 


Prior to 1965, there were provisions in a previous section 18 of the 
Act which were intended to prevent lessees under lease-option agreements 
from obtaining faster write-offs on capital assets covered by such agree- 
ments than would have been available if they had been purchased outright. 
In effect, the provision treated such agreements as agreements for sale of 
such assets, and treated payments thereunder as payments on account of the 
purcnase price rather than as rental payments for the use of the property. 
The lessee's deductions from income in respect of such payments were Limited 
to the equivalent of the cepital cost allowances on the portion of the pur- 
chase price attributable to depreciable property. However, many shortcomings 


remained in the section despite various amendments and it wes finally re- 


While the leasing business is based primarily on financial, rather than 


taxetion, considerations, once a leasing arrangement is contemplated there is 
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an opportunity to obtain tax advantages. With the widespread use of leasing 
today, the treatment of such arrangements for tax purposes is a matter there- 
fore of great concern if the capital cost allowance system is not. to be under- 
mined. In reviewing the problem, we realized that, with the great variety of 
terms on which leasing arrangements can be drawn, it would be impossible, as 
was found under the repealed provision, to provide detailed legislative rules 
to deel with the situation. This would be particularly true if the rules 
were based on vossible events to take place in the future. At the same time , 
we believe that some specific provisions are required to control the tax 


postponement possibilities under this type of arrangement. 


We recommend that a specific provision should be introduced into the 
legislation to allow deduction for rentals of long-term assets that the 
lessee has a right to acquire only to the extent that they are reasonable 
and that any excess be treated when paid as being on account of the purchase 
price of the asset. If the asset was a depreciable asset, this excess would 
be eligible for capital cost allowance when the asset was acquired, or would 
pe deductible if the option lapsed. We also recommend that it should be 
specifically provided that where a lessee acquired, at less than its fair 
market value at the time of acquisition, an asset which he had been renting, 
such deficiency in the purchase price should be regarded as a reduction of 
rents previously claimed, except to the extent of the rents disallowed under 
the first part of our proposal, and the amount thereof should be brought 
into income immediately with an offsetting amount to be amortized in the 


future under the capital cost allowance regulations hh wp 
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"Nothings". There are certain expenditures that may be made for the long- 
run benefit of a business that are not now deductible for tax purposes as 
current expenses, and are not provided for in the capital cost allowance 


regulations. These are often referred to as "nothings". 


The equitable treatment of business income requires that these expendi- 
tures should be allowed at some time. The problem of estimating the period 


over which benefits will result from the expenditures is, however, even more 
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difficult than in the case of depreciable assets. Evidence of this difficulty 
is seen in accounting practice under which costs incurred by a business in 
developing future markets are usually treated as current expenditures, and 

yet in special circumstances may be deferred jbl ies Current write-off is 
usually recognized in practice by the tax authorities even though this treat- 
ment may be guestionadle. If, however, an item such as goodwill is purchased 
from anotner business its cost is disallowed as being of a capital nature, 


and no ellowance is available either in tne form of amortization of the cost 


over @ period of years or as a final write-off when the goodwill no longer 


The most difficult of the “nothings” to’ deal with is“goodwill. “Ita 
usually measured as the difference between the total value of a business as 
@ going concern, equal to the expected annual level of earnings capitalized 


QO 


et the’ desired rate of return, and the value of “its assets. The factors that 


might contribute to the creation of goodwill of a business are a particularly 
capable staff, establisned relationships with customers, "know-how" (including 
secret processes and technical datay, a well-known company or product name 
With a good reputation, a franchise of indefinite life, or a special ‘location. 
Some of these factors can be built up through good recruitment and treining 
prosreammes, advertising campaigns, scientific research, or market research. 


Toe relative importance of the various factors is difficult to determine and 


will very trom one Situation to another. 


If income could be measured by changes in economic power, whether 
realized or not, then the goodwill arising because of certain expenditures 
incurred or actions taken would automatically be brought into account and 
cnere would be consistent treatment for all taxpayers. However, we have 


1} 


concluded that the measurement of income on the basis of the annual change 
in economic power would be generally impracticable, and we must deal with 
goodwill in the same manner as other factors contributing to business income, 
revenue from it when realized and, in principle, de=- 


ducting expenditures as incurred except to the extent that they benefit 


future periods 
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In a continuing business it is almost impossible to identify the extent 
to which expenditures such as staff training, edvertising, market research, 
and product development will benefit future periods. In practice, such expendi- 
tures ere usually written off as incurred, both for purposes of the financial 
statements and under present tax treatment. It seems to us that this rather 
liberal treatment should continue, both as a practical matter enaion the ground 
that it may have some economic advantages to the extent that it operates as 


an incentive to research and product development. 


Where the ownership of a business changes, and part of the purchase price 
is for goodwill, the situation is different because a value has been placed 
on the goodwill factor as a result of bargaining between independent parties. 
Under the comprehensive tax base the proceeds of a disposition of goodwill 
would be sub ject to tax. There are arguments for permitting the purchaser 
some amortization of this value for tax purposes. The earning potential 
represented by the goodwill and created by the former owner will gradually 
disappear unless maintained by the new owner. It may therefore be reasonable 
to amortize this cost, while also permitting immediate deduction of the costs 
of maintenance under the new owner. An incidental effect of such a treatment 
would be to simplify some of the tax considerations in business take-overs, 
because it would mean that there would be few tax implications involved in 
the allocation of the purchase price between goodwill and other intangible 
assets of an indefinite life, which are not depreciable, on the one hand, 
and the tangible assets and travel Nye assets of limited life, the cost of 


which can be amortized, on the other. 


To allow the amortization of purchased goodwill would be liberal because 
the value of goodwill generally does not depreciate. While immediate deduc- 
tion of the costs of developing goodwill may be a necessary departure from 
an ideal tax system, the amortization of purchased goodwill would not be a 
necessary part of such a procedure, particularly as an independent value 
would have been placed on the goodwill. Furthermore, the costs to the new 


owner of maintaining or increasing the goodwill would still be deductible 
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when incurred. More importent, if the purchased goodwill did in fact later 


feecline in value or was sold, a deduction at that time should be permitted. 


The treatment of soodwill ist also take into account the relationslip 
petween the measurement of business income and the tax treatment of corporate 
source income under the comprehensive tax base. Share ga°ns would be fully 
taxable and share losses fully deductible, and the tax paid ty the corporation 
would be fully creditable on distribution or allocation to resident share- 
holders. The market value of shares would generally reflect the goodwill 
element in the business and, accordingly, once the proposed tax system was 
in effect, taxation of share gains would mean that gains or losses in good- 
will, when realized in marxet transactions, would be taxed or allowed currently 
even though such gains or Losses would not be reflected in the underlying 
finencial statements of the business. To the extent that the value of the 
goodwill was thus reflected in the value of the shares, the sale of a corpo- 
reation's business would not result in any additional tax to the shareholders, 
for any tax paid on that gain by the corporation would be creditable to the 


shareholders. 


In «ddition, to permit goodwill to be amortized by the purchaser when 
there was no demonstrated decline in value would tend to create a tax in- 
centive to business talke-overs, because this portion of the purchase price 
could be recovered througn tax write-offs. Furthermore, if all purchased 
gocdwill could be amortized, and all our other proposals were accepted, the 
possibility of an edditional tax advantage would be created because the 
value of the goodwill at the effective date of implementation would be in- 
cluded in the cost basis of the shares and would be free of tax upon realiza- 
tion by a vendor, but would be amortizable by a purchaser. It might be 
possible to eliminate this latter advantage by prohibiting the amortization 
of goodwill that existed at the effective date. However, it would become 
increasingly difficult to maintain the identity over time of this opening 


goodwill. 


Therefore, we conclude that it would not be reasonable to permit the 
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amortization of goodwill and other intangible assets of indefinite duration 
purchased from another taxpayer, and that a deduction should only be permitted 
upon disposition or when it could be established that a significant loss in 


value had occurred. 


In accordance with our recommendation that all expenditures that meet the 
three general tests enumerated (that they be related to the earning of income, 
not be of a personal nature, and be reasonable) should be deductible at some time, 
expenditures that fall into the classification of "nothings" should be deductible. 
The only question remaining is the time when such deductions should be permitted. 
In the same way that it is difficult to identify the extent to which expendi- 
tures contributing to goodwill in fact benefit future income, so it is often not 
possible to distinguish these other outlays as being costs of a current or of a 
longer term nature. Not only is the accuracy of any allocation doubtful, but 
uncertainty as to what allocation would be acceptable to the tax authorities 
complicates the determination of taxable income. For accounting purposes, it is 


usual to write off against income most of these expenditures when incurred. 


We have thererore concluded that the preferable approach would be to permit 
the immediate deduction for tax purposes of all business expenditures unless the 
legislation specifically categorized the outlay as one that must be capitalized. 
This approach is liberal and would minimize uncertainty. These are advantages 
that should override the arbitrary nature of the designation of certain expendi- 
tures as being for the longer run benefit of the business, and therefore subject 
to amortization over a period of time. To implement this approach, we suggest 
that a new capital cost allowance class should be established. Initially, the 
regulations could define this class to include commissions 25), and other costs of 
financing; costs of incorporation and other expenses of acquiring or establishing 
a business; legal and other expenses to defend successfully a franchise or copy- 
right, to obtain long-term contracts, or long-term commercial advantages, for 
example, lower import duties; and such other similar costs as can be defined. 

It should not include the costs of investigations or plans that were not in 
fact proceeded with, because these expenditures do not directly lead to future 


income, and should be deductible imme diately. 
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In summary, we recommend that the times at which reasonable business 


expenditures should be allowed are as follows: 


1. 


All business expenditures should be allowed currently except certain 
designated expenditures that demonstrably benefit the business beyond 
the taxation year. We have pointed out that many expenditures that 
produce current revenue also benefit future periods, but are virtually 
impossible to allocate over appropriate periods. Other expenditures 
are clearly incurred to produce income for more than one period. We 
recommend that, on practical grounds, most expenditures should be 
written off as incurred regardless of the extent to which they provide 
some future benefit, unless they are specified by the Regulations as 
falling in one of the classes referred to below. 

Expenditures that benefit the business beyond the taxation year and 

are not specifically permitted as a deduction in the year incurred 

should be segregated into: 

a) Those contributing to inventory value which would later become a 
cost of sale. 

b) Those attributable to long-term assets, such as equipment and 
buildings, and intangible assets of limited life, which would be 
subject to amortization on a prescribed basis. 

c) Others, such as purchased goodwill or other purchased intangible 
assets of indefinite life, securities, and land, where any loss 
would be eligible for deduction only on disposition or upon a 


proven significant loss in value. 


Where a deduction for loss in value of category (c) assets was made 
without a disposition, and the value of the asset subsequently increased, 
such recovery would have to be brought back into income to the extent of 
the amount deducted. 

Long-term expenditures subject to amortization would include the 

cost of tangible assets and of certain intangible assets with limited 


life as currently set out in the Regulations. Any intangible property 
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not included in another class that hada period of existence reasonably 
measurable by law, agreement or nature, should be included in class 1}. 

4h, A new class should be added, which would include defined expenditures, 
whether or not they resulted in the acquisition of property, and should 
be eligible for an allowance of 20 per cent of the original cost a 


year. 


In view of the above recommendations and others made in this Report, 
the use of the term "capital" in differentiating expenditures of a current 
and long-term nature would no longer appear to serve any useful purpose, and 
we suggest that consideration should be given to discontinuing its use. 

This would emphasize that the distinction involved is one of timing and not 


of any inherent quality. 


It will be noted that under our recommendations virtually all expenditures 
would be allowed at some time. The allowance of all business expenditures, 
even some that might have a long-term benefit, and the introduction of the 
new class for capital cost allowance would permit immediate deduction or 
amortization of many outlays that are not deductible under the present tax 
system. In effect, any business expenditure that did not fall within a 
capital cost allowance class, was not part of inventory, or was not part of 
the cost of acquiring an item of property of indefinite life, would be de- 
Mletivie when incurred. Purchased goodwill would not be amortizable, and, 
accordingly, in the purchase of a business as a whole, the allocation of 
price between goodwill and other assets would still be important and might 
cause difficulties. A deduction for purchased goodwill could be made on its 
eventual disposition or deemed disposition, or upon a proven loss in value, 


and in this way the existing difficulties should be reduced. 


The "Cash" Method of Computing Income. The means we have discussed for 
placing the measurement of business income of all taxpayers on a common basis 
would involve recognizing income when it was realized. that is, when property 


was disposed of or services rendered, and allowing the deduction of costs 


either as incurred or as the benefits therefrom were used up. This approach 
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is substantially what is referred to in accounting terminology as the "accrual" 
method of computing income. Although the accrual method is generally required 
for computing business income on the grounds that it is the only- method that 
gives a reasonably accurate measure of "profit", section 85F of the Act specifi- 
cally permits a taxpayer engaged in farming or a profession to elect to use the 


"cash" method of computing business income. 


Under the cash method, income is computed simply by deducting cash dis- 
bursements from cash receipts. Thus,sales are not taken into income until 
paid for in cash, and expenditures are not deducted until a cash payment has 
been made. Such a system ignores the fact that a sale may have resuited in 
a legal obligation readily convertible into cash, and that cash laid out may 
have been replaced by an asset of equal value. It also ignores expenses that 


have been incurred but not yet paid, Therefore, it is not a4 measurement of 


business income but tends to reflect cash flow, In some small businesses cash 


Flo: and income will be approximately the same, but this would not apply generally 


The cash method of computing income represents a significant departure 
from our concept of the best measurement of business income, and results in at 
least a temporary understatement of income for certain taxpayers. We there- 
fore recommend that the right to use the cash method of computing business 
income should be restricted. In our view, it would create some hardship to 
require all farmers and professional individuals to adopt the accrual method 
because of the accounting and liquidity problems which this might involve for 
those with relatively small incomes. Accordingly, we recommend that any indi- 
vidual whose principal source of income is farming or a profession should be 
entitled to continue to use the cash method as long as his annual gross revenue 
from farming or the profession was less than a specified sum, say, $10,000. We 
also recommend that all other business income should be required to ve comouted 
on the accrual method. If an individual whose principal source of income was 
farming or a vrofession adopted the accrual method, either through choice or 
because his gross revenue exceeded the sum specified, he should not there- 


after be entitled to revert to the cash method, 
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We are aware that the immediate implementation of this recommendation 
without some transitional provisions could cause hardship for those farming 
and professional businesses where the cash flow was inadequate to meet the 
unanticipated tax liability. In addition, there would be a problem where 
the accounting records were inadequate to compute income on the accrual basis. 
Therefore, our recommendations, should be implemented in stages, starting 
first with those larger businesses where the cash flow was more substantial 
and where the records were adequate. The Department of National Revenue 
could provide standard forms to assist those businesses which required them 
to put their records in order. We do not feel that the burden of maintaining 


adequate records or of paying taxes on an accrual basis is unreasonable. 


A problem lies in the appropriate treatment of the opening assets 
(accounts receivable and inventories less accounts payable) of businesses 
that are on a cash basis, which would be affected by transfer to an accrual 
basis. To bring such opening assets into income at the effective date 
would require payment of tax which the taxpayers concerned had expected to 
postpone until death, or sale, or discontinuance of the business. One 
possibility would be to exempt these opening assets from taxetion, and to 
regard this as a necessary price of placing all taxpayers on an equal 
footing in the future. On the other hand, to exempt this income completely 
from tax would not give equal treatment with other taxpayers including those 
who, though eligible to use the cash basis, did not elect to take advantage 


of it and were therefore already "paid up”. 


Because many taxpayers would consider such a tax to be a svecial levy, 
and in many cases would be unable to make payment, equity could be served 
on transition by establishing for each taxpayer who converted to the 
accrual basis a contingent liability equal to the tax, which would become 
payable upon the reduction or ultimate liquidation of the opening assets. 
This might require a record to be maintained until the disposition of the 
business or until the taxpayer died or left the country which could be a 
substantial period of time. Another alternative would be to relate this 


problem to the determination of the cost basis of the business at the 
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effective date, for purposes of determining the eventual property gain or 

loss on final disposition. Thus,the estimated market value of the business 

at the effective date of the new legislation could be reduced by the excess 

of the assets over liabilities set up to convert the accounts from a cash 

to an accrual basis. Then, on ultimate disposition, this adjustment would 

be taken into income. This procedure would be substantially the same as at 
present, because a taxpayer is now required to bring into income the proceeds 
on disposition of certain assets, that is, accounts receivable and inventory. 
We recommend the adoption of tne latter alternative because it would impose 
tax on the balances outstanding at the valuation date on the same basis as 
currently applies, because the taxpayer would not face an unexpected tax 
liability, because it would put the current records on an accrual basis, and 
because it would tax future profits in each year in which they accrued, When a 
farm or professional practice was acquired in the future the purchaser should be 
required to set up the appropriate portion of the purchase price as inventory 
and receivables, irrespective of the level of his gross revenue, a procedure 


that should not give rise to liquidity problems. 
Business Losses 


The proper treatment of business losses for tax purposes raises a 


number of issues. 


The first question we shall consider is the extent to which the government 
Should share in the losses as well as in the profits of business. Under the 
present system some sharing of losses takes place. If an individual with 
non-business income incurs a business loss, he may offset the one against 
the other in the year of loss, and to the extent that the tax otherwise 
payable on his other income is reduced, the government has shared in his 
business loss. Similarly, an individual or corporation engaged in several 
different lines of business at the same time may set off a loss in one 


business against income of the other. 


There is no doubt that a full sharing of losses by the government, 


involving the payment of suosidies to a business to the extent of its business 
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loss multiplied by the going tax rate, would have some desirable results. 

The tax system would no longer make a distinction between businesses which 
ean offset their losses against income and those which cannot, so that a 
disturbing effect on business activity would be eliminated and equity 
achieved between taxpayers. In particular, it would eliminate the tax dis- 
advantage suffered by the small, risky business, which is already. at a con- 
siderable disadvantage compared with the diversified, well-established busi- 
ness. In terms of stability, a sharing of business losses would provide funds 
in times of low economic activity and thereby act as an automatic stabilizer. 
Losses would no longer have any relevance for tax purposes beyond the year 
in which they were incurred or for any taxpayer other than the one incurring 


them, and the legislation would therefore be simplified. 


Despite these attractions, we are convinced that a full sharing of 
losses by the government would be repugnant to most Canadians. We do not 
accept the argument that because the government shares in all income it 
should also share in all losses. Subject to this limitation, however, rules 
should be devised to place all taxpayers on as nearly equal a footing as 


possible. 


The questions to be answered are when, and to what extent, business 
losses can reasonably be taken into account in determining income. We have 
no doubt that a business loss of any particular year should be applied to 
income from other sources in the same year as is now done. If a business 
loss is not completely offset by other income in the current year, however, 
to what extent should it be carried back against income of other years or 
carried forward against income of future years? Under the present tax 
legislation, an unabsorbed business loss in one year may, within certain 
limits, be carried back one year and forward five. In this respect Canada 


is not unlike many other countries, although the practice varies 2h/. 


The seven-year span covered by the present loss carry-over provisions 
might be considered satisfactory from the standpoint of measuring business 
income if the only cause of business losses was the ordinary fluctuations 


in business activity. However, the five-year carry-forward period is not 
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sufficient for a new business that requires a long development period, and 

he one-year carry-back is often not sufficient for a business that is winding 
up. As we noted earlier in this chapter, the period over which benefits are 
received from any given expenditure may be long, and a liberal carry-forward 
of losses is essential to overcome this limitation of the annual period of 
measurement. There is, however, an anomaly in the present tax system in that, 
because of the permissive nature of capital cost allowances, a taxpayer may 
fail to make any claim for capital cost allowances and thereby in effect carry 
losses forward indefinitely to the extent that they would have resulted if 


normal depreciation had been claimed. 


The tax treatment of losses can also have either a stabilizing or 
destabilizing effect on the economy. For example, if losses occur to a 
greater extent during a downswing or a low level of business activity, tax 
refunds in respect of loss carry-backs could be helpful in encouraging 
business expenditure. On the other hand, a reduction in tax as a result of 
the application of losses against subsequent income could occur during an 
upswing, and thus encourage an increase in business expenditure when 
restraint would be more appropriate. Except in very major swings of the 
economy, however, the importance of the treatment of business losses for 
Stabilization purposes may not be great because the bulk of business income 
is earned in large businesses which do not incur losses frequently, and 
because the timing of Losses does not necessarily bear a direct relation- 


ship to the business cycle. 


Apart from the proper determination of business income and the economic 
considerations which have been discussed above, there is an overriding con- 
sideration from the standpoint of equity. With the adoption of the com- 
prehensive tax base a taxpayer should not be regarded as having any taxable 
capacity until such time as all his losses from any suurce have been re- 


covered. 


We have reached the conclusion that the present seven-year period over 


which losses may be spread is not adequate to place the measurement of the 
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business income of all taxpayers on the same basis. Therefore, we recommend 
that the period be extended to permit losses to be carried back two years and 
carried forward indefinitely is fe We do not suggest a longer carry-back 
because it could lead to administrative difficulties. Furthermore, we do nov 
feel it would improve equity, for shareholders could claim the loss on their 
shares even if the corporation was not able to carry back the full loss, and 
because our averaging proposals would provide the individual with a longer 


period of carry-back. 


In general, under the present legislation, a business loss can be offset 
against any other income of the same year. The only limitation, which we 
discuss below, is in respect of farming carried on as a side-line activity 26/5 
To the extent that a business loss is unabsorbed in the current year, however, 
it can be applied only against business income in the previous year or in the 
succeeding five years. We think that this limitation is inequitable and that 
it should be permissible to apply most business losses against all other in- 


come during the carry-over period. 


Losses of a Personal Expenditure Nature. In Chapter 9 it was pointed out that 
some "business" losses could in fact be items of personal expenditure, as 

when the taxpayer is not pursuing a business activity with a reasonable 
expectation of profit, but may be primarily engaged in a hobby or a form of 
recreational activity. The reasons for not allowing the deduction of personal 
expenditures have already been discussed. The problem is in distinguishing 
between the business that is pursued for profit and the one that is more of 
an avocation or recreational activity. The present legislation partially 
recognizes this problem in the case of farming carried on as a side-line 
activity. However, the question of "hobby businesses" is not limited to 
farming, and is of particular concern having regard to our proposals for 

the libeval treatment of business and property losses, Although our pro- 
posals would specifically preclude the deduction of personal expenditures, 
experience has indicated that it is difficult to apply such a provision to 


many of the expenditures of a "hobby" business, that is, expenditures that 
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are in fact related to a "business", but one which does not appear to be 
directed to a business purpose. We were unable to develop a definition of 
either a genuine business or a hobby business that could clarify this problem 
and that appeared to be capable of application in a manner that would produce 
certainty. We therefore recommend that an arbitrary restriction should be em- 
ployed to ensure that taxpayers could readily determine which business losses 
were to be considered personal expenditures and therefore not deductible. The 
limitation should apply when a particular business sustained losses over a 


lengthy period. 


It is our recommendation that losses of a business should be deductible 
from income from all sources in the year of loss, in the two preceding years, 
and in future years, unless and until losses have been sustained in three years 
which fall within a five-year period. However, once losses have been incurred in 
three such years, any further loss incurred following the third such loss year 
should not be deductible from any income of the taxpayer (either in the year 
of loss or any other year) from sources other than the loss business. Such 
subsequent losses could be carried back two years and forward indefinitely and 
applied against income of the same business. If, after sustaining such losses, 
the business then became profitable, and the profits realized in the years sub- 
sequent to the loss years exceeded all losses from the same business deducted 
in previous years (including the losses deducted from other income), such busi- 
ness would again become eligible to claim an unlimited write-off of losses 
against other income unless and until the three-year rule again became operative. 
The five-year period is suggested for ease of administration, but if the use of 
such a period permits some taxpayers to deduct recurring losses of a personel 


expenditure nature then it should be extended. 


It might also be provided that any losses sustained subsequent to the three 
years would be deductible from all other income if the profits of the business 
during a period of, say, seven years beginning with the year of loss exceeded 
the losses during the same period. A provision of this nature would permit, for 
some businesses, the deduction of a loss from other income in the year of loss, 
rather than requiring it to be carried forward for deduction from income of the 


same business. 
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It is not our intent that our proposals should inequitably worsen the 
position of the bona fide farmer who needs to take off-farm employment to 
assist in maintaining and expanding his farm. If it is felt that our 
proposals would deter such farmers from taking off-farm employment, con- 
sideration should be given to a modification of the loss limitation. For 
example, it might be provided that where stipulated conditions exist income 


from part-time employment would be treated as farm income. 


Because a new business would be permitted an unlimited loss deduction 
for the first three years, and would only become subject to the above 
procedure in the fourtn year, the limitation should pose no difficulty for 
new businesses. In this way, the losses of a new business would be elig- 
ible for full deduction, without dollar limitation, from other income 
regardless of whether it was a "hobby" business. This procedure is 
quite liberal, because 100 per cent capital cost allowances could also be 


claimed by a qualified new business. 


In addition, there are three points relating to the computation of 
a gain or loss from a business that should ensure that only “hobby" losses 
were disallowed. First, in Chapter 15 we recommend that certain expendi- 
tures relating to non-personal property, such as interest, property taxes, 
costs of establishing and defending a property right, and damage claims 
resulting from the holding of property, instead of being written off when 
incurred, should be permitted to be added to the cost basis of the pro- 
perty if the taxpayer so chose. Second, earlier in this chapter we 
pointed out that capital cost allowances should not have to be taken unless 
the taxpayer chose to do so. Both of these options would enable a tax- 
payer to reduce his losses for tax purposes and should mean that in most 
cases there would be sufficient taxable income that the three-year loss 
rule would not apply. The third factor would be a limitation on the 
taxpayer, for we recommend that in applying the three-year loss rule, 


gains from the holding or disposition of property of the business (other 
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than inventory) should be excluded from the computation as being income 


from property rather than from business. 


The recommended provisions should not restrict the claiming of losses 
by bona fide businesses, but taxpayers engaging in an activity for personal 
enjoyment would find that the right to deduct any losses from such activity 
from income from otner sources after an initial three-year loss period 
would be denied under the tests we have suggested. The present hobby farm 


provision should therefore be removed. 


The disallowance of a loss to a corporation wouid be an idle gesture 
if the shareholders could then in effect claim the loss when they disposed 
of their shares at a price less than otherwise could have been realized. 
However, because the loss would be deemed a personal benefit, the amount 
would either have to be attributed to the shareholders or deducted from 
the cost basis of their shares. If this was not feasible, an amount equal 
to the loss would have to be subjected to the top rate of personal tax on 


a grossed-up basis. This is the procedure we recommend for other personal 


benefits which cannot be attributed to specific individuals. 


Separate Businesses. Our recommendation for the treatment of losses of a 
personal nature has implications for the definition of a business. Al- 
though the current definition in section 139(1)(e) should be satisfactory 
for the purpose of determining whetner a business exists, it is of little 
assistance in distinguishing between separate businesses, which would be 
necessary under our proposals because losses on some businesses would be 
sub ject to special limitations. This eee oi has already been raised in 
Chapter 20, which deals with the taxation of clubs, charities, and certain 
tax-exempt entities. It would also be important in connection with our 


recommendations for new and small businesses later in this chapter. 


The task of finding a suitable test for a "separate business" is not 


easy, considering how diverse the business operations of firms and individuals 
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are, and the degree to which essentially different operations may be inte- 


grated with one another. 


Under the present Income Tax Act there are provisions which now require 
the identification and separation of the various businesses ate proprietor, 
partnership, or corporation might be operating. The most important examples 
concern the claiming of loss carry-forwards where there has been a change 
in control under sections 27(1)(e) and 27(5), and the requirement that 
separate businesses set up separate capital cost allowance schedules under 


Regulation 1101(1). 


Although we do not propose a specific definition of what constitutes 
a separate business, we suggest that the legislation might contain some 
provisions on this matter for the guidance of the courts. Generally 
speaking, where business operations carried on by one taxpayer were inter- 
dependent they should be regarded as one business. The operations may be 
integrated vertically, like flour milling and the bakery business; mining 
iron ore and steel making; or producing, refining, and marketing petroleum 
products. Operations might also be integrated horizontally, as in the case 
of a chain of stores, hotels, or restaurants with central management and 
service functions. In these cases the operations should all be regarded 
as one business, even though it would have been possible to operate them 
separately. On the other hand, if two operations were of different kinds 
and neither contributed to the other by providing materials or services, 
promoting sales or sharing services, so that the only substantial connection 
between them was common ownership, they should be regarded as separate 
businesses. There would no doubt be many cases when one operation contri- 
buted in some way to the other operation. We do not think a token relation- 
ship should satisfy the test, but that there should be a genuine and sub- 


stantial commercial integration. 


The present jurisprudence suggests that businesses of an identical 
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nature may be separate if conducted in different locations. We do not agree 
that this treatment is fair, and we recommend that operations of a similar nature 
carried out by the same owner in one or more locations should not be considered 


as separate businesses. 


Somewhat more difficult is the question of whether a business which has 
been discontinued is the same business once it recommences operations. We 
recommend that where a business had completely terminated and was recommenced, 
it should then be considered a separate business. However, this should not 
be the case if the cessation of operations was temporary and the facilities 


and basic organization were maintained during the period of cessation. 


Consolidated Returns. It is convenient at this point to deal with the 
Situation where a group of corporations is operated under common control. 
Because the present legislation does not permit the filing of consolidated 
returns, it is advantageous to conduct operations in one corporation rather 
than in a number of corporations, so that profits and losses can be immediately 
offset. The deficiency of the present legislation is evidenced by the fact 
that many groups of companies have been forced to adopt artificial means of 


offsetting losses against profits within the group 27/. 


Consolidation is permitted in the United States without payment of any 
extra rate of tax. An 80 per cent degree of ownership is required, and there 
are a number of special rules, sang abetar atce in respect of corporations entering 
and leaving the consolidated group. In the United Kingdom, consolidation as 
such is not permitted, but companies with 75 per cent common ownership can in 
effect offset profits against losses within the group because a profitable 
company can deduct a payment (referred to as a “subvention payment") made to 


an associated company which would otherwise sustain a loss. 


The failure of the present Canadian tax system to permit offsetting of 
profits and losses within a group of companies operated under common control 
does not arrive at a proper measure of the shareholders' ability to pay, and 
is not in accordance with our recommendations for a comprehensive tax base. 


It has led to artificial transactions in many cases. We therefore recommend 
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that the legislation should be amended to permit companies having common owner- 
ship to aggregate their incomes and losses for tax purposes. Of course, to 

the extent that a loss was set off against the income of another related company 
in the same year, it would not be available for carry-back or -forward. How- 
ever, if there was an overall consolidated loss in any year, it should be avail- 
able for carry-back or -forward against the consolidated income for other years 
of the same group of companies, or of a group which was eligible in the year of 
deduction to file consolidated returns and included the companies which sus- 
tained the loss. For practical reasons the privilege of filing consolidated 


returns should be limited to situations where there were no minority interests. 


Transferability of Losses. We must now consider the treatment of business losses 
where the ownership of a loss business changes. Under the present tax system, 
the new owner of an unincorporated business does not obtain any deduction in 
respect of unabsorbed losses of the previous owner. The same position arises 
where assets of an incorporated company with unabsorbed losses are purchased. 

In each of these cases the purchaser is a different taxpayer from the vendor 


and is not permitted to utilize the losses of the vendor for tax purposes. 


Where, however, shares rather than assets of a corporation with un- 
absorbed losses are purchased and the taxpayer that has sustained the losses, 
that is, the corporation, continues in existence, the question then arises 
whether the carry-forward of such losses should be restricted. The present 
rules 28/ are that losses sustained in an earlier year cannot be carried for- 
ward if (a) since the end of that year (or since the winding-up or discon- 
tinuance of the loss business in that year ) control of the corporation has 
changed, and (ob) during the current taxation year the corporation was not 
carrying on the business in which the loss was sustained. There is thus a 
somewhat limited restriction on the carry-forward of losses where control 
changes. As long as the original business is continued, which is not always 
easy to determine, the losses may be carried forward notwithstanding that 
the new owners may inject into the corporation new businesses which are 


productive of income against which the earlier losses may be offset. 
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We have stated our belief that a corporation should be regarded as 
an intermediary for the shareholders. The proposed liberal allowance of 
losses is not intended to be used in such a way that one taxpayer can de- 
duct losses sustained by another and thereby defer or avoid tax liability. 
Accordingly, we recommend that losses should not be transferable from one 
taxpayer to another, and that the right to carry losses forward should be 
denied to a corporation where there is a change in control, either through 
a sale of its shares, through granting a right to acquire a controlling 
interest (unless the right is exercisable only on death or default of an 
obligation or under a first refusal arrangement) or through a statutory 
amalgamation. A vendor of the shares who was resident in Canada would, 
of course, be able to deduct from other income any loss on the disposition 
of his shares. However, if the change in ownership of the business or 
control of the corporation took place in a reorganization which was not 
regarded as resulting in a realization of a gain or loss by the share- 
holders or by any corporation, 29/ the carry-forward of the business loss 


should be permitted. 


Reference should also be made to an anomaly in the present system, 
related to the transferability of losses, which arises from the permissive 
nature of capital cost allowances. A loss for tax purposes may be de- 
creased or eliminated by reducing the claim for capital cost allowances, 
and some taxpayers are therefore able to transfer business losses freely 
in the form of unclaimed capital cost allowance on depreciable assets. 

This would be corrected to a great extent by requiring that all taxpayers 
claim at least 50 per cent of the statutory capital cost allowances. As 
already stated, we do not recommend this, ae recommendations would pro- 
vide more liberal treatment of losses and would thereby reduce the need for 


a taxpayer to transfer unclaimed costs to another taxpayer, 


Under our proposed tax system a shareholder of & corporation which 
incurred losses would have a much greater possibility of claiming them 


against his income from other sources, A loss on shares would be fully 
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deductible when they were sold or revalued, as set out in Chapter 15. In 
addition, share losses not absorbed against income from other sources in 
the current year, could be applied against such income in the two previous 


years or any succeeding year. 


The revaluation of securities and the write-off of losses against any 
income would be particularly valuable in the first few years of a business, 
and should act as a stimulant to the risk taker. This result is consistent 


with one of our primary purposes, to assist new businesses. 
Transactions Not at Arm's Length 


If the business income of all taxpayers is to be measured by common 
standards, the basis on which transactions take place must be subject to 
common market forces. Where the two parties to a business transaction do not 
have opposing economic interests, the actual results of the transaction may 
not be a reliable basis for taxation because the parties are in a position 
to arrange the terms of the contract to produce the least amount of tax. 
Although separate legal entities, they have, by virtue of their particular 
relationship, a common economic interest, and persons in such circumstances 
are said not to deal with each other "at arm's length". Legislation has 
been enacted in many countries to prevent such a relationship between per- 
sons from distorting or reducing the tax effects of a transaction between 


them. 


Under the detailed provisions of section 139(5) "related persons” are 
conclusively deemed not to deal at arm's length, and certain types of trans- 
actions between them are subject to provisions designed to adjust the trans- 
actions for tax purposes so as to reflect what would have occurred between 
independent persons. Related persons include individuals related to each 
other by blood, marriage or adoption, and corporations one of which controls 
the other or which are subject to common control 30/. It is provided in 
section 139(5) that it is a question of fact whether two parties not related 
to each other are dealing at arm's length. So far, however, case law has 
held that a mutual interest in keeping taxes to a minimum does not, by itself, 


constitute evidence that the parties are not dealing at arm's length. 
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In the determination of business income for tax purposes there are at 
least three factors which can be affected significantly by a relationship 


not at arm's length: 


Li The level at which the price of a transaction is set. 
Ce The allocation of price between different assets. 


be The time within which the price is payable. 


Level of Price. Generally speaking, transactions between parties not dealing 
at arm's length are subject for tax purposes to a fair market value test, 
which is applied in different ways to different circumstances. First, specific 
provision is made in certain cases for the adjustment of the taxpayers' 
accounts so as to give effect to the fair market value of such a transaction 
rather than the value attributed to it by the parties. Such provisions are 
contained in section 17. Second, the Act explicitly provides in section 
137(2) for the taxation of "benefits" which are conferred by one party upon 
another in a transaction not at arm's length, regardless of the form or legal 
effect of the transaction. Certain other general provisions of the Act can 
also be invoked to frustrate the artificial effect of transactions not at 
arm's length as,for example, section 8(1) which is concerned with the confer- 
ment of a benefit by a corporation on a shareholder, and section 12(2) which 


prohibits the deduction of unreasonable outlays or expenses. 


Special rules are contained in section 20(4) for determining the capital 
cost of depreciable property which is acquired by a taxpayer from a person 
with whom he does not deal at arm's length. The essential purpose and effect 
of these provisions is to prevent the inflation of the cost basis of depreci- 
able assets upon which capital cost allowance may be claimed by means of 


artificial transactions between persons who do not act independently. 


There is evidence that where corporations were subject to common control, 
artificial transactions have been used to offset the profits of One company 
against the losses of another. Common devices included transactions in 
services and fixed assets which are not subject to the fair market value 


adjustments provided for in section 17. 
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In our opinion, the general approach followed in determining the level 
of prices in transactions not at arm's length has been satisfactory, except 
for some points we will refer to specifically. Certain of the difficulties 
which arise under the present law would be removed if our principal recom- 
mendations were implemented. For example, the adoption of the comprehensive 
tax base would eliminate some of the problems relating to the disposition of 
depreciable assets at artificial prices, because the vendor would bring his 
entire gain into income and there would be no incentive to inflate the price. 
Similarly, our recommendation for the consolidation of profits and losses 
within a group of corporations would remove much of the incentive for arti- 
ficial transactions within the group. Nevertheless, the need for provisions 
designed to prevent transactions not at arm's length from being effective 
for tax purposes would remain, particularly in respect of transactions with 
non-residents, and we recommend the following changes in the existing pro- 


visions: 


lL. Where a transaction between persons not dealing at arm's length is 
adjusted for tax purposes to reflect fair market values, such adjust- 
ments should be applied to the tax accounts of both parties and for 


all purposes of the legislation. 


Pe The fair market value test should be applied to all transactions not 
at arm's length, including transactions in depreciable assets, payments 
for services and the use of property, interest, and rent, except in 
cases where special rules were applicable that permitted transactions 
to be carried out at prices other than fair market value. These rules 


are discussed in Chapter 15. 


5. As a result of recommendation 2 above, the special rules for de- 


preciable assets which are now in the Act should be repealed. 


Allocation of Price. Where different kinds of assets are sold in one business 
transaction it is possible that, after a total price has been tentatively 
agreed upon by the usual bargaining between the two parties, the allocation 


of the agreed value between the various assets may be artificially arranged 
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to achieve a reduction of tax that can be shared by the two parties. For 
example, under the present Act, if business assets are being sold and the 
vendor is faced with a full recapture of depreciation on his depreciable 
assets in any event, he would not object if some of the value reasonably 
attributable to goodwill and to land was included in the price allocated to 
the depreciable assets. Such a re-allocation would create a depreciable 
outlay to the purchaser and a non-taxable receipt to the vendor; the tax 
benefit could be shared with the vendor by an increase in the price for the 


business. 


Section 20(6)(g) of the Act provides that where depreciable property 
and other property are sold together, the vendor's allocation of the proceeds 
between depreciable property and other assets must be reasonable, regardless 
of the form of the agreement, and the same allocation must apply to the 
purchaser. Under section 85E(2), and somewhat in conflict with the preceding 
provision, the two parties may agree upon the portion of the price that is 
to be allocated to inventory, and that portion is deemed to be the price for 
both vendor and purchaser. In the absence of an agreement, the Minister may 
fix the price SLs These sections are not specifically concerned with 
transactions not at arm's length, but do compel both the vendor and purchaser 
to employ identical valuation procedures, regardless of what may appear to 


be reasonable for their own purposes. 


Under the system of taxation which we propose, the allocation of the 
proceeds between various assets would no longer be so important, because 
all the proceeds would be taxable at some time. The time of taxation, 
however, would still be significant, and legislation along the present lines 
should probably be retained with modifications. We think it is inequitable 
and impracticable to require that the allocation of price between depreciable 
and other property should be the same to both parties. Therefore we re- 
commend that the allocation for each party should be reasonable from his own 
standpoint, and that the present requirement placing them both on the same 


basis should be removed. 
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Time of Payment. At the present time, business income is ordinarily con- 
puted on an accrual basis, and other income, such as employment income, on 
a cash basis. Therefore, it is possible for salary expense to be accrued 
against a business without the corresponding income being reported by the 
employee until payment at a later date. Where an employee is in control of 
the corporation operating the business, he is in a position to use the 
different accounting methods as a device for delaying the payment of tax. 
To meet this situation, and possibly to counteract the introduction of 
fictitious charges by related non-resident persons, section 10(3) was intro- 
duced into the legislation many years ago, disallowing until the time of 
actual payment the deduction of items payable to persons not dealing with 
the taxpayer at arm's length, and not paid within a stipulated time Says 

In 1964 this provision was repealed and replaced by section 18(1), which is 
similar in effect to the former section 12(3), but also makes the disallow- 
ance permanent at the end of three years unless the parties file an agree- 
ment to the effect that the amount in question is deemed to have been 


received by the creditor and loaned back to the debtor. 


Section 18(1) can result in certain anomalies and we suggest that 
these should be eliminated. For example, it should not apply if the 
creditor is on the accrual basis and has taken the amount into account in 
computing its income. Also, if no agreement is filed and the amount is 
paid subsequent to the three-year period, we think that the deduction 
should be allowed at the time of payment. Subject to these points, the 


section seems reasonable and we recommend that it be continued. 


NEW AND SMALL BUSINESSES 


Dual Corporate Rate 


Until 1949 all corporate income was subject to the same rate of income tax, 


In that year the Minister of Finance introduced a dual rate of corporation 
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tax with the comment: 


"Te House will at once recognize this as tax relief for small 

businesses and will, I trust, be heartily in accord with the 

policy. Our country as a whole owes a great deal to the small 

family type of business. They have to struggle along, grow 

and develop in competition with large and well financed corpo- 

rations whose activities may be nation-wide. My own belief 

is that small businesses should be encouraged and it seems to 

me that a useful way to do this is to lower the tax and take 

less out of the funds they need for growth and expansion.” 33/ 
The lower concessionary rate was thus introduced to encourage the growth of 
small businesses by leaving them with more funds for expansion. Subsequent 
changes in the concession, by increasing the amount of income taxable at 
the low rate, have been accompanied by similar statements pointing out the 
need to assist small businesses. Since 1961, the corporation income tax rates 


have been 21 per cent on the first $35,000 of income, and 50 per cent on the 


excess 34/. 


Also in 1949 the dividend tax credit was introduced to remove “completely 
double taxation of small businesses" 35/. This credit now stands at 20 per 
cent, and, when used together with elections under section 105, has the 
effect of almost eliminating the "double" taxation for shareholders in low 
income corporations who have marginal personal income tax rates of 22 per 
cent or less, and of more than eliminating it for shareholders paying per- 
sonal income tax at rates of 26 per cent or greater. This rather perverse 
impact is illustrated in Table 22-1, which shows that in the case of a 
shareholder in the 50 per cent tax bracket the total tax paid on distributed 
income would be 38.78 per cent. This latter effect is particularly signifi- 
cant as these tax concessions were only wena to businesses conducted 
by corporations and were not made applicable to proprietorships or 


partnerships. 
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TABLE 22-1 


MAXIMUM TOTAL CORPORATION AND PERSONAL TAXES ON 
CORPORATE INCOME OF $100 TAXED AT 21 PER CENT a/ 


Marginal Net Personal Total 
Rate of Corporation After-Tax Personal Tax Corporation 
Share- Corporate Tax at 21 Corporate Tax on $79 and Per- 
Beles Income per cent Income bP tg b/ Dividend Pes Tax 
1 2 3 y 5 6 7 
10 100 21 79 -10 ah00e0) vu Lote 
20 LOO oar 19 @) 0.00 21.00 
pe) LOO el 19 10 7.90 28.90 
ho LOO BAB ie: Le. B 50D 34.83 
50 100 eps 165, Soa Lech es: Doe te 
60 100 eal 19 rl 6) Pd Py (fo ab ie 
7) LOO 0 a6, Dead 25.68 46.68 
80 100 ah 9 ofiep: 29.62 y Orie 
a./ Assuming no retention of after-tax corporate income and that, the 


section 105 election-is utilized. 


b/ Marginal rate of shareholder less 20 per cent dividend tax credit on 
all of the dividend until the marginal personal rate exceeds 55 per 
cent, then only on one half the dividend with the flat 15 per cent 
tax under section 105 on the other half. 

c/ Assuming the taxpayer has other income from which this can be 


deducted. 
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These figures must be qualified, however, to the extent that earnings 
are not paid out in the form of dividends. Many shareholders in corporations 
taxed at 21 per cent have not paid the personal taxes shown in colum (6) of 
Table 22-1. Personal taxes on corporate source income have frequently been 
reduced or eliminated altogether. The sale of shares of corporations with 
retained earnings taxed at 21 per cent has made it possible for shareholders 
to realize all or part of the retained earnings as tax-free share gains. In 
the case of closely held corporations some relatively small costs have been 
involved in "surplus-stripping". We estimate that the top combined rate of 
corporation and personal income tax on low income corporations has been about 
55 per cent when the optimum statutory provisions for special rates of tax 


on distributions have been followed. 


This means that high income individuals whose income should be taxed 
at high marginal rates, have been able to reduce substantially their effective 
marginal rates of tax by holding the shares of corporations taxed at the low 
corporate rate. Far from suffering "double" taxation, these individuals 
have paid less tax on corporate source income than employees, proprietors, 


and partners have paid on incomes of the same size. 


After carefully examining this low corporate rate concession we have 
come to the conclusion that, in addition to the above inequity, it has the 


following major defects: 


le The low corporate rate does not apply to unincorporated businesses, 


which may have just as much or more difficulty in raising funds. 


2. An income of $35,000 or less does not mean that the corporation is 
owned by low income shareholders, that it has few assets or small 
gross sales, or that it is new. Using the low income criterion as a 
means of selecting the corporations eligible for the low rate results 
in a situation where the incentive has little if any relationship to 
the underlying problem which is the inadequacy of funds for expansion 


because of the imperfections in the capital market. 
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Je The low rate is inefficient as an incentive because it applies to the 
first $35,000 of corporate income regardless of the magnitude of the 
total income of the corporation. It thus reduces the average rate of 
tax for larger corporations which have no difficulty in raising capital 


in the market. 


Re The concession is also inefficient because it applies whether the rate 
of return is high or low, or whether the assets or sales of the corpo- 
ration are expanding or contracting. The concession has no time limit, 
so there is no inducement for the corporation to expand. Indeed, as 


its income expands its taxes increase more than proportionately. 


De By reducing the tax on low income corporations in perpetuity it tends 


to cushion the market pressures on inefficient and declining firms. 


os The concession also creates many potential avenues for abuse. To stop 
the worst loopholes it has been necessary to enact elaborate provisions 
designed to prevent the break-up of "large-income" companies into a 
number of "small-income" companies that would each enjoy the reduced 


rate of tax. 


For all these reasons we recommend in Chapter 19 that the 21 per cent 
rate of tax on the first $35,000 of corporate income should be withdrawn, 
and that a uniform rate applicable to all corporate income should be sub- 
senteaas We further recommend that this rate should be 50 per cent, in- 
cluding federal income taxes (before deducting the provincial tax abatement ) 
and the old age security tax now levied against corporations. This 50 per 
cent rate is equal to the top marginal personal rate specified in our pro- 
posed rate structure. Because the provincial rates of corporation tax now 
differ slightly, a uniform 50 per cent rate could be achieved only by 


federal-provincial agreement. This matter is discussed in Chapter 38. 


This does not mean that we believe the Income Tax Act should contain 
no special provisions for new businesses. On the contrary, we believe that 
the easy entry of new businesses can play an important role in the Canadian 
economy, and that preferential tax treatment is one of the ways in which 


they can be encouraged. 
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The easy entry of new firms can increase competition and hence bring 
about a more efficient allocation of resources. Moreover, new firms are 
frequently the vehicle by which new techniques and new products are intro- 
duced into the economy. In fact, an economy that actively encourages new 
enterprises will probably be one in which established large firms are active 


innovators as they seek to forestall the growth of competitors. 


We are aware that easy entry is not an unmixed blessing in a world 
where many small investors have very imperfect knowledge. Some industries 
that are highly competitive with respect to price are characterized by a 
multitude of small proprietors, many of whom exist only long enough to use 
up their personal wealth. While this situation may be attractive to con- 
Sumers, who can thus obtain goods and services below full cost, there is 
certainly no reason to introduce tax incentives that would encourage this 
uneconomic behaviour. Nevertheless, we believe that the advantages of 


fostering easy entry outweigh this disadvantage. 


While many new businesses are small businesses at the outset, it is 
necessary to consider whether encouragement should be given to small 
businesses generally. It is important to distinguish between help for new 
businesses that are small because they are new, and help for small businesses 
per se. In some branches of retailing, for example, many proprietors receive 
low rates of return on their capital and below market wages for their time. 


There is chronic excess capacity. 


Although directly or indirectly subsidizing small businesses is some- 
times justified on political or social grounds, maintaining an environment 
characterized by countless numbers of small inefficient business units 
exacts a suopstantial cost in the long run in terms of a lower standard of 


living for Canadians. 


We do not suggest that the tax system should be used to force a 
rationalization of industry, nor do we believe we can justify tax measures 
that have the effect of perpetuating businesses that cannot earn a com- 


petitive rate of return, whether they are large or small. Our objective is to 
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design a tax system that is neutral with respect to the size of the business 
and to restrict any concessions to new businesses that, because the owners 

may be relatively unknown or have relatively few assets, are forced to begin 
in a small way. This is where the capital market imperfections are probably 


greatest, as we have discussed in Chapter }. 


Investors discount expected rates of return on assets that are risky 
and for which there is no ready market. Therefore, the expected rate of 
return required to induce a flow of capital into a new business with untried 
management must be substantially higher than the expected rate of return 
required to induce the same flow into large established firms with a record 
of successful operations. Furthermore, the cost of underwriting small issues 
of securities adds considerably to the cost of financing new, small enter- 


prises. Private sources of funds are often an expensive form of financing. 


Canadian financial institutions have rarely invested in risky ventures. 
This may be entirely due to the high interest rates available on senior 
securities, but it could be also partly explained by legislation that restricts 
their portfolio selection, partly by the fact that they are not eligible for, 
or are unable to take advantage of, the dividend tax credit, partly by the 
rules of thumb used to select their portfolios, and partly by the fact that 


share losses have not been deductible for tax purposes. 


There have been a number of important developments in recent years that 
have helped to reduce the financing problems of new and small businesses. Govern- 
ments have played an increasingly important and valuable role in assisting 
them to finance their capital expenditures. The recent development of new 
financial institutions specializing in intermediate and long-term financing 
for new and small businesses is also encouraging. Implementation of the re- 
commendations of the Royal Commission on Banking and Finance would go a 
considerable distance toward removing the remaining barriers faced by new and 
small businesses in raising funds for development and expansion. We there- 
fore think that the problem of financing the entry of new firms is less 


pressing today than it was a decade or two ago. 
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Furthermore, a number of the recommendations we make elsewhere in this 


Report would help to reduce the barriers to investment in new and small businesses. 


oF The liberal treatment of business and property losses would reduce the risk 

of investing in new ventures. We recommend that taxpayers should be per- 
mitted to carry business losses back two years and forward indefinitely, 
that such losses should be permitted as an offset against other income 

in any year, and that capital losses should be treated in the same way 

as business losses. The removal of most limitations on the timing and 
extent of the deductibility of losses would remove a major disincentive 

to investment in new and small businesses. The revaluation procedures 


discussed in Chapter 15 would also assist in this regard. 


2, We recommend in Chapter 19 the complete integration of corporation and 
personal taxes, with a gross-up and credit for resident individual share- 
holders with respect to the Canadian corporation income tax. A comparison 
of the present svstem with the proposed full integration system is given 


in Table 22-2. 


er We recommend a new personal rate structure with a top marginal rate of 


50 per cent. 


4, We recommend that the shareholders of an incorporated business should, 
under certain circumstances, be permitted to file their tax returns as 
if the business were a partnership. Not only would such an election 
facilitate the claiming of losses by a shareholder against other income, 
but it would also enable him to avoid paying the flat rate 50 per cent 
corporation income tax and instead wouid allow him to pay his taxes at 
his own personal rate on a quarterly basis. This would ensure that his 
cash position was not temporarily worsened by the removal of the low 


rate of corporaticn income tax. 


These reforms would substantially reduce the hardship that otherwise 
would be created by the removal of the lower corparate rate, and should to 


some extent provide an incentive to investment in new and small businesses. 
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TABLE 22-2 


COMPARISON O# CORPORATION AND PERSONAL TAXES ON 


$100 OF CORPORATE INCOME UNDER THE 
PRESENT AND PROPOSED SYSTEMS 


Proposed Sys- 


Present Syst2m tem of Integra- Difference Between 
tion of Personal Present System and 
Present Corporation Corporation and Corporation Proposed System 
Marginal Taxed at Taxed at Taxes With Top (-) Reduction in Tax 
Rate of el per cent 50 per cent Personal Rate of +) Increase in Tax 
Share - With Full With Full 50 per cent b/ Corporation Corporation 
holders Cash Dis- Cash Dis- ana With Full Tax Of 2l tex OF 50 
(per cent) tribution a/ tribution a/ Allocation per cent per cent 
(dollars ) 
A B Cc D(A-C) E(B-C) 
10 Lo eLO 45.00 10.00 -3.10 -45.00 
20 21.00 50.00 20.00 -1.00 - 30.00 
30 28.90 55.00 30.00 41.10 =-25.00 
K@) hs Sto he) 40.00 Ss Lh -18.75 
50 38.78 61,25 50.00 pl BY 08 co a Peay) 
60 4O~.73 65 ho 50.00 >it Gee ~15.15 
70 46.68 66.25 50.00 we -16.25 
80 50.62 68.75 50.06 - .62 -18.75 


a/ For illustrative purposes only. We do not wish to imply that full 
cash distributions would be usual. The table is for resident share- 
holders and follows the same assumption as in Table 22-1, where half 
the distribution was assumed to be under section 105 at a flat 15 per 
cent. 


b/ It is assumed that the present marginal personal rates apply below 50 
per cent, and that a 50 per cent rate applies to all taxpayers who 
previously had marginal rates over 50 per cent. 
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This is shown by the calculations given in Table 22-2. These calculations 
assume corporate income of $100 per share and include personal and corporation 
income taxes with full distribution (or allocation) of all after-tax corporate 
profits. It will be seen tnat removal of the low corporate rate, without 
integration and without the new personal rate structure, would substantially 
raise the taxes borne by that portion of the corporate stream of income now 
being taxed at 21 per cent, particularly for the low income shareholder. 
Under the proposed integration system, however, the increase in tax burden 
would be moderate and would be confined to the middle and upper income groups. 
Most shareholders with marginal rates of less than 50 per cent would have 


& reduction in tax. 


However, here, too, this comparison requires careful qualifications. 
As we have pointed out, there have been a variety of techniques by which 
middle and upper income shareholders have been able to avoid some or all 
personal taxes on corporate source income. We have estimated that the top 
combined rate of tax on low rate corporate source income probably has not 
exceeded 55 per cent. Therefore, even with integration, the effective 
marginal rate of tax on high income shareholders in what have been low 


rate corporations would probably be raised by about 15 per cent. 


With abolition of the low corporate rate, full integration of corporation 
and personal income taxes, and full taxation of share gains, shareholders in 
corporations that previously enjoyed the low rate would pay exactly the same 
taxes as individuals earning comparable incomes from employment and from 
operating unincorporated businesses. This would provide tax relief for the 
low income shareholder but would generally involve an increase in taxes for 
other shareholders, because under the present system these individuals are 
not subject to full progressive rates of tax on all their income (as we 


define income). 
Rapid Write-off of Capital Cost 


Despite our great reluctance to recommend the complex tax provisions 


that are inevitable when the tax structure is used to achieve specific 
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economic purposes, we believe it would be unwise to recommend withdrawal of 
the low corporate rate without making some adjustment within the tax system 
designed specifically to assist new and small businesses. We are concerned 
that if we did not propose a technique of assistance within the tax system, 
either our major reforms would be rejected because aid to new and small 
businesses outside the tax system might be thought to be impractical, or 

they would be implemented without the adoption of compensating policies out- 
Side the tax system, to the detriment of new and small businesses. We have 
decided that a concession to such businesses within the tax system that would 
assist in the financing of capital expenditures would reduce the major diffi- 


culty that confronts many of these businesses. 


The concession we envisage should be designed to accomplish the 


following objectives: 


aes To reduce the cost of capital to new businesses or rapidly expanding 
small businesses where those who control the business are not in a 
position either to put up much capital themselves or to raise capital 
cheaply because of their lack of an established financial position or 


an established reputation as successful managers. 


me To help fill the gap in the present capital market with respect to 
longer term financing of capital investment. We think that, in 
general, the regular sources of financing should provide the required 


funds for financing accounts receivable and inventory. 


as To avoid creating pressure on taxpayers to change the way they conduct 


their affairs in order to secure a tax advantage. 


he To promote the expansion of businesses rather than to perpetuate 


stagnating or declining businesses. 


To accomplish these ends, we recommend a system of accelerated capital 


cost allowances with the following provisions: 


l. The concession should be available to all qualified businesses, 


including farming, without regard to the legal form under which the 
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business was carried out, that is, corporation, trust, co-operative, 


proprietorship or partnership. 


In order to qualify, the business should have to meet three tests for 


each year in which the accelerated capital cost allowances were claimed: 


a.) 


d) 


c) 


The assets, after capital cost allowances, of the business and of 
other businesses controlled by the same shareholders should be 
less than $1 million and gross revenues should be less than $10 


million. 


At least 7O per cent of the beneficial interest,defined as either 
the right to control or to receive income,in the business should 


be held by Canadian residents. 


At least 7O per cent of the beneficial interest, either direct 

or indirect, in the business should be held by one or more resident 

individuals, no one of whom: 

a) had a beneficial interest of more than 30 per cent in another 
business that was qualified or had been qualified for the 


accelerated write-off of capital costs, or 


ci had, within the previous ten years, owned a beneficial 


interest of greater than 50 per cent in another business 
that was qualified for the accelerated capital cost allow- 


ance at the time the interest was held. 


In determining whether a 30 per cent beneficial interest was held 
or had previously been held by an individual in another business, 


the interests of members of his family unit should be included. 


The business should be: required to apply to the tax authorities for 


status as a qualified business. The applicant would have to satisfy 


the authorities that the business met all the statutory conditions in 


order to qualify. This would be done by an application setting forth 


the relevant facts of the business. Refusal of the authorities to 
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qualify a business would be subject to appeal to the courts. If an 
application or appeal was successful, the qualifications would be 
effective as of the date on which the original application was made. 
The procedure would be optional to the taxpayer, and he would not have 
to qualify an eligible business unless it was advantageous for him to 


do so. 


Qualified businesses should be permitted to claim capital cost allow- 
ances up to the full actual capital costs in computing taxable income 
in any one year, or over a period of years, to a total value of 
$250,000, without regard to the maximum capital cost allowance rates 


specified in the Regulations. 


Capital costs incurred before qualification would not be deductible 


after qualification, except at normal capital cost allowance rates. 


Having once been deducted, capital costs should not be claimed again 
under any circumstances. If the assets were sold for more tnan their 
undepreciated capital cost the excess would be brought into income in 


the usual fashion. 


Businesses in existence at the effective date of the legislation 
should be permitted to apply for qualification for capital costs 


incurred subsequent to the effective date of qualification. 


The definition of a separate business has been discussed earlier in 


this chapter. 


If a business had qualified for the rapid write-off in one year, and 
was subsequently disqualified because of the growth of its assets or 
sales, the unused part of the $250, 000 should be deductible in later 
years if, through a decline in assets or sales, it subsequently quali- 
fied. Ten years after qualifying, the business should be automatically 
disqualified even if part of the $250,000 accelerated capital cost 


allowance had not been deducted. 
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10. A business that exhausted its $250,000 of accelerated capital cost 
allowances, or became disqualified by the passage of the ten-year 


period, would not again become qualified. 


We are under no illusions that this rapid write-off of capital costs 
for new and small businesses would be simple to administer. Despite these 
administrative difficulties, we believe that our proposals would not create 
the complexities that now exist in the present “associated corporations" 


provisions of the Act. 


When the split corporate rate was introduced in 1949, it was made 
applicable to all corporations, with the exception that those subject to 
common control were required to share the low rate of tax. Presumably, it 
was considered that, even though the existence of separate corporate entities 
had a sound business reason, they should be regarded as a unit for purvoses 
of the tax relief to small businesses. At the same time, the associated 
corporations rule was an anti-avoidance measure intended to restrain the 

the proliferation of corporations purely for the purpose of obtaining 


additional low rates of tax. 


The concept of control in determining association was immediately 
viewed by taxpayers as too stringent, 36/ and, in 1950, retroactive to 
1949, the test of control was replaced by that of a 70 per cent degree of 
ownership. This basic test was supported by other rules, one of the main 
objectives of which was to treat individuals not dealing at arm's length 
as a common group. These rules became more complex and difficult to inter- 
pret, and, at the same time, the ingenuity of taxpayers was such that the 
intent of the legislation was being rma ted, In 1960, the legislation was 
substantially amended to abandon the 7O per cent ownership test and revert 
to the test of control. This still proved insufficient to prevent undue 
advantage being taken of the low rate, and in 1963 the government added 
the present overriding section 138A(2) under which the Minister ria deem 
corporations to be associated if their separate existence is not solely for 


the purpose of carrying out their business in the most effective manner, 
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and if one of the main reasons for such separate existence is to reduce 

the amounts of taxes otherwise payable. Such ministerial action can be 
appealed, but will be set aside only if it is determined that none of the 
main reasons for the separate existence is to reduce the taxes otherwise 
payable. This last change has probably checked the undue proliferation of 
corporate entities for tax minimization, but it is based on determining the 
intention of the taxpayer, which is always difficult, and the appeal pro- 


visions seem to be slanted in favour of the Minister. 


Our proposal should, if implemented, lead to fewer avoidance problems 


than the split corporate rate for three reasons: 


i. The relief would be available only to qualified businesses and, in 
order to qualify, the business would have to make an application to 
the tax authorities. In this way the authorities could obtain all the 


information necessary to trigger quick action to close loopholes. 


2. The rapid write-off of capital costs would be, in effect, an interest-~- 
free loan to those small businesses that were acquiring fixed assets 
within a relatively short period. Because the relief would take the 
form of a deferment of tax, rather than a permanent remission of tax, 
this should reduce the lengths to which taxpayers would go to obtain 


qualification. 


a By restricting the provisions to businesses controlled by Canadian 
residents, the proposed concession should be more easily policed than 


the present low rate provision. 


It is quite true that we have not defined a new business but only a 
small business, and so it might be argued that our proposal is no great 
improvement over the present system. However, it should be noted that 
after a transitional period of about ten years, during which time all the 
qualified small businesses would have used up their accelerated depreciation 
or their qualifications would have expired, the concession would apply only 
to new businesses. We assume that all small businesses that could qualify 


would do so as quickly as possible after the provision was introduced. 
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We emphasize the liberality of the transitional provisions we recommend. 
Because most existing small businesses would be able to qualify if our pro- 
posal was introduced, those that undertook substantial capital expenditures 
after qualification could probably avoid payment of corporation taxes for several 
years. If the total income of the business before depreciation did not exceed 
$250,000 over a ten-year period, and if it acquired depreciable assets to a 
value at least equal to its income before depreciation, no income tax would 
be payable for the ten years. Moreover, at the expiration of the qualifica- 
tion period, or on the exhaustion of the $250,000 allowance, the tax burden 
would not be unduly harsh. Because the tax on business income would then 
be levied at personal rates, low income individuals who owned or controlled 
small businesses would ordinarily pay lower taxes than at present, even with 
the split rate. Upper income individuals in receipt of income from small 
businesses would pay higher taxes on this income than at present, but this 
would only bring them into line with other individuals with the same level 
of income from other sources. The reduction in the top marginal personal 
rate would ensure that no individual was faced with a marginal rate of over 


50 per cent on his business income. 
CONCLUSIONS AND RECOMMENDATIONS 
COMPUTATION OF BUSINESS INCOME 


1. Business income for tax purposes should continue to be based on "profit" 


as a starting point. 


Le Some of the present statutory provisions for computing income should 
be repealed,as indicated below, to permit the tax authorities and the 
courts to look more to accounting and business practice in determining 


profit. 


a. The legislation should be amended to ensure that all types of revenues 
were included in business income, including property gains, gifts, 


windfalls, and the forgiveness or cancellation of debt. 
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The present provisions for a general disallowance of "reserves", and 
for the specific allowance of "reserves" in respect of unearned income 
and doubtful accounts Betta be repealed. The general statutory test 
of reasonableness should apply to allowances for unearned income, to 
estimated losses in value of accounts receivable, and to allowances in 
respect of losses that could result from guarantees, warranties, and 


indemnities. 


DEDUCTIBILITY OF EXPENSES 


De 


All expenditures reasonably related to the gaining or producing of 
income should be deductible at some time. They should be deductible 
when incurred unless they were applicable to inventory, to an item 
defined in a capital cost allowance schedule, or to property of an 
indefinite life such as purchased goodwill, land, and securities. 
Costs allocated to the first group should be deductible from the pro- 
ceeds of sales, those of the second group should be amortized as per- 
mitted by the schedules, and for the last group, losses should be 
deductible on disposition or when there was a proven significant loss 


in value. 


Any element of personal benefit in business expenditures may generally 
be allowed in arriving at business income, but should be reported as 
income of the recipient. If such allocation to the recipient is not 
possible, the business should be subject to a special tax on such 
personal benefits on their grossed-up amount at the top personal rate, 


and this special tax should be allowed as a deduction. 


The general test of reasonableness should continue to apply to all 
business expenditures. Where individuals carry on business directly, 
personal or living expenses of the indiviuals should not be deductible. 
However, the disallowance of expenditures for the purpose of producing 


exempt income should be deleted. 


LO. 
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The present rules regarding inventory valuation should be deleted, and 
more reliance should be placed on accounting and business practice, 
with satisfactory guidelines developed by the business and professional 
community and the tax authorities. The use of the last-in-first-out 


method of inventory valuation should be allowed on a restricted basis. 


The amortization of costs provided under the present capital cost 
allowance system should be continued with the present general level of 
rates unchanged, but the system snould be broadened to cover certain 
defined outlays now known as "nothings" that are at present non- 


deductible. The following modifications should be made to the system; 
a) There should be no allowance until an asset has been put into use. 


b) In accordance with our recommendation for a comprehensive tax 
base, the proceeds from disposal of a depreciable asset in excess 


of its original cost should be taxable. 


c) A deduction should be permitted to the extent that the unclaimed 
cost in any class exceeded the original cost of the remaining 


assets. 


a) Rentals for long-term assets with a purchase option should be 
allowed only to the extent that they were reasonable and any 
excess should be treated as being on account of the purchase 
price of the asset. In addition, there should be a specific 
provision requiring an amount to Peay oh ens into income and 
capitalized where a lessee acquires, at less than fair market 


value, an asset which he has been renting. 


The cost of purchased goodwill, or other intangible assets of in- 
definite life, would be deductible upon disposition or upon an 
established, significant loss in value in the same manner as re- 


commended for land and securities in Chapter 15. 
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ACCRUAL BASIS 


11. All businesses should compute income on the accrual basis, including 
farming and professions, except that an individual whose principal 
source of income was farming or a profession, and whose annual gross re- 
venue from that source was less than a specified sum, say, $10,000, would 
be entitled to continue on the cash basis. A transitional provision 


would defer payment of any tax liability on the initial accounts 


receivable and inventory until final disposition of the business. 
BUSINESS LOSSES 
12. Business losses snould be subject to the following treatment: 


a) The present provisions for applying losses against other incoine 
should be broadened by allowing most losses to be carried back 
against any income of the two previous years, and carried for- 


ward indefinitely against any income of future years. 


b) Some form of consolidation for tax purposes should be permitted 


for groups of corporations under the same ownership. 


c) Transfer of losses between taxpayers should be prohibited, except 


on certain tax-free reorganizations. 


d) Certain losses, determined by an arbitrary formula, should be 
deemed to be of a personal nature and should only be deductible 
from gains from the same business in the two previous years or 


in any succeeding year. 
TRANSACTIONS NOT AT ARM'S LENGTH 


13. The rules applied to transactions between parties who do not deal at 


arm's length should be amended as follows: 


a) The test of fair market value should be applied to all trans- 


actions between parties not dealing with each other at arm's 
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length, except where special rules are applicable. 


b) Where the purchase price of property has to be allocated among 
more than one type of property, such as inventory, depreciable 
assets, and goodwill, each party should be permitted to make 2 


reasonable allocation from his own point of view. 
NEW AND SMALL BUSINESSES 


14. The dual rate of corporation tax should be replaced by a single rate of 


50 per cent which would include the old age security tax. 


15. New and small businesses should be allowed to write off expenditures 
for assets eligible for capital cost allowances at any time, if they 


so elect, subject to the following restrictions: 


a) The privilege would be available only to those businesses, 
whether incorporated or not, that had gross revenues of under 
$10 million in the tax year and total assets, net of capital 


cost allowances, of less than $1 million book value. 


b) The privilege would be available only to those businesses that 
made application to the tax authorities, and would apply only 


to the cost of assets acquired after the application. 


c) The privilege would be available only to those businesses in 
which at least 7O per cent of the beneficial interest in voting 
power or profits was owned directly or indirectly by Canadian 
resident individuals who, together with members of their family 
units: 

i) did not hold a beneficial interest of more than 30 per cent 
in another business that was qualified, and 
ii) had not held, within the previous ten years, a beneficial 


interest of more than 30 per cent in a business that was 


qualified at the time the interest was held. 


a) 


e) 


‘) 
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The value of depreciable assets tne cost of whican would be 


eligible for the accelerated write-off would be limited to $250,000. 


A business that had ceased to qualify, either because it had used 
* ARC . 7 : 

up its $250,000 allowance or because it had failed to use up the 

allowance within a ten-year period, could not again become 


qualified. 


As soon as the business ceased to meet either of the restrictions 
on gross revenue or asset value, any additional capital assets 


would be subject to the regular capital cost allowance regulations. 


All assets of such a qualifying business should be subject to the 


regular provisions applying on disposition of depreciable assets. 


IP 
a9 
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REFERENCES 


As used in this Report, the expression "accounting practices" may be taken 


to include not only the practices of accounting but also the under- 


lying principles on which the practices are based. 
Section 85F. 

Section 12(1)(b). 

Section 11. 

Section 3. 

Section 27(1)(e). 

Sections 27(5) and 27(5a). 


As shown, for example, in the case of Atlantic Engine Rebuilders Ltd. 
ve M.N.R., 64 DIC 5178, where the Exchequer Court expressed doubt as 


to’ whether section 85B applied to certain deposits. 


See the brief submitted to this Commission by the Canadian Institute of 


Chartered Accountants, pp. 12-13. 


Canadian Institute of Chartered Accountants, Committee on Accounting 


and Auditing Research, Bulletin No. 9, January 1953. 


While it is fairly obvious that material and labour directly used in 
the production of a product should be included in its value, the 
inclusion of variable overhead, such as a foreman's salary,is less 
obvious, and the inclusion of fixed overhead, such as depreciation 
and property taxes on a factory building, is still more questionable. 
The general practice varies from including an estimated amount for 
all the overhead to that of including no overhead, depending on the 
particular circumstances involved and the theory adopted. (The first 
approach is commonly referred to as "absorption costing” and the 


second as "direct costing".) The reason for a variation in practice 


ne ete 
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is that a business is viewed as a going concern, and consistency in 
the treatment of inventory is considered more important than accurate 
reflection of the historical position of the business at a given date. 
The English courts have held that a taxpayer who has consistently 
employed direct costing cannot be required to depart from it (Duple 


Motor Bodies Ltd. v. Ostime (1961), 39 T.C. 537). 


In estimating the extent to which the cost of the inventory will benefit 
future periods, market value is often available as an objective measure. 
The market value, depending on the type of inventory, may be determined 
in terms of replacement cost or net realizable value upon sale. If the 
market value is higher than the cost of the inventory, the full amount 
of the cost can be deferred, whereas if the market value is lower the 
usual practice would be to carry costs forward only to the extent of 
that market value. However, there is some lack of agreement on whether 
market value should be based on replacement cost or net realizable 
value, and in determining net realizable value there is dispute as to 
whether cost should be written down to permit realization of a reason- 


able profit in the subsequent period. 
M.N.R. v. Anaconda American Brass Limited, f1956] AN ae se 


M.N.R. v. Anaconda American Brass Limited, [1954] S.C.R. 747. 


[4052 |. txrei GR. COT: 


Striking evidence of this was the change in business practice after 
the present system of capital cost allowances was introduced in 1949. 
It was initially provided, until the 1954 taxation year, that a tax- 
payer could not claim the capital cost allowances unless he entered 
an equivalent amount of depreciation in his accounts. To opotain the 
benefit of the more generous tax allowances, many taxpayers changed 


the amount of depreciation charged in the accounts. 


16/ 


20/ 
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We did receive representations that some of the rates were not adequate, 
for example, in respect of heavy construction equipment, building equip- 
ment, certain hotel equipment, and electronic equipment. We note, how- 
ever, that the Regulations were recently amended to provide a higher 
rate for heavy construction equipment. Occasional adjustments of rates 
are appropriate, although it must be kept in mind that the simplicity 
of the system arises from the grouping of a multitude of types of 

assets into a relatively few classes, and the rate for a specific type 


of asset may well not be accurate. 


Recommendations are made elsewhere in this chapter to expand the capital 


cost allowance system to cover certain "nothings". 


R. W. Davis et al., Capital Cost Allowances, a study published by the 


Commission. 


One of which was presented to the Commission by International Business 


Machines Ltd. 


The terms of the legislation appeared to be such that in the case of 
long-term leases very substantial annual capital cost allowances could 
be claimed by regarding the purchase price for the property as the 
aggregate of the annual rentals payable plus the option price. In 

two recent Exchequer Court decisions, however, the purchase price 

has been treated as being the final option price: Louis J. Harris v. 
M.N.R., 64 DIC 5332; Consolidated Building Corporation Limited v. 
M.N.R., 65 DIC 5211. The taxpayer's appeal in the former case was 
dismissed by the Supreme Court of Canada (66 DIC 5189) on the ground 
that the arrangement violated the rule against perpetuities, and that 
in any event, (a) the final option price was the purchase price on 
which capital cost allowances should be calculated, and (ov) the allow- 
ance claimed would artificially reduce the taxpayer's inceeanent should 


be disallowed under section 137(1). 


ak/ 


25/ 
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This discussion of leasing has been in terms of depreciable assets. 
If land is involved the potential tax reduction is even greater, and 
Similar rules should apply. The offsetting amount would be added to 


the cost basis of tne land. 


If a business goes through a lengthy period of development, the costs 


of development may be amortized over an arbitrary period of operations. 


Or again, where a business incurs extensive advertising or promotional 


expenses toward the end of a year, some or all of the costs may be 


deferred and applied against income of the following year. The problem, 


of course, is in forecasting the future benefits of such expenditure. 


Some controlling provisions might be required because of the possi- 


bility of inflating share values and overstating these expenditures. 


In the United States a loss may be carried back three years and for- 
ward five. The United Kingdom permits an indefinite carry-forward 
and, on cessation of business only, a three-year carry-back. The 
Netherlands permits a one-year carry-back, but there is no provision 
for carrying back losses in France, Germany or Sweden. A carry- 
forward period of five years is common, although Norway permits a 
carry-forward of ten years; and, in The Netherlands, where the 
standard period of carry-forward is six years, a new business may 


carry forward indefinitely losses incurred in the first six years. 


We have proposed that this same carry-over should also apply to most 
other losses, including losses from the disposition of property 
(including shares). These loss carry-over rules would be in addition 
to the methods of income averaging which we recommend in Chapter 15. 
In the case of corporations, however, the carry-back would be limited 
to the amount of the income for the years in question which had not 


been distributed or allocated to the shareholders. 


Further discussion of the deduction for farm losses is contained in 


Chapter 25. 


2ge 

aiy This point was emphasized by the Canadian Bar Association in its 
appearance before this Commission. Under the present legislation 
transactions at other than market value are possible in respect of 
such items as fixed assets, service, and interest, as explained in 
the discussion later in this chapter of transactions not at arm's 
length. In addition, the tax authorities do not always insist on the 
application of the fair market value rule in transactions between 


Canadian companies. 
28/ Sections 27(5) and 27(5a). 


29/ For example, by a transfer of assets or shares from one wholly owed 
subsidiary to another wholly owned subsidiary of the same parent corpo- 
ration. Tax-free reorganizations and transfers are discussed in 


Chapter 15. 


30/ A modification to this rule is suggested in Appendix A to Volume 3, 


which deals with tax avoidance. 


31/ Where this price is not the fair market value, the question arises 
whether section 17 overrides section 85E when the parties are not at 
arm's length. It has generally been departmental policy not to apply 


section 17 where section 85E applies. 


3a We understand that there was also concern that a Canadian corporation 
might claim deductions for merchandise purchased from a non-resident 
parent, and then subsequently receive a non-taxable forgiveness of 
the liability for the purchases. This possibility would no longer 
exist under our comprehensive tax base because forgiveness of debt 


would be income to the debtor. 


= 


Budget Speech, Ottawa: Queen's Printer, 1949, p. 14. 


34/ This rate includes the 3 per cent old age security tax and is cal- 
culated before deduction of the provincial tax abatement. The rate is 
higher in those provinces where the provincial tax levied exceeds the 
abatement. See Appendix I to this Volume for a discussion of the dual 


rate of corporation income tax. 
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35/ Budget Speech, op. cit., p. 15. 


9 7 


30 The major complaint is said to have been that the test of control 
discouraged the formation of new corporations that depended upon 
capital furnished by existing corporations, or by individuals who 
already controlled one or more corporations; Report of Proceedings 
of the Fourteenth Annual Tax Conference, Toronto: Canadian Tax 


Foundation, 1960, pp. 45-4h. 
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CHAPTER 25 
MINING AND PETROLEUM 


The Income Tax Act has a number of special provisions relating to the 
mining and petroleum industries. A detailed examination of their effects 
can be found in studies published by the Commission hon Several parti- 
cipants in our public hearings also submitted extensive studies of the tax 
provisions together with illustrations of their application under different 
circumstances. The most significant of the tax provisions from the point of 


view of revenue loss are outlined briefly below: 


Ge In general, qualifying corporations 2) can claim immediately the costs 
of exploration and development as deductions from income from any 
source ke Any portion of these costs not absorbed against current 
income may be carried forward indefinitely. Depreciation on plant and 
equipment is not allowed as an exploration or development cost as such 


assets are subject to regular capital cost allowance. 


2. The income of new mines is exempt from tax for a period of three 
years u/, Because a taxpayer may defer deduction of any capital cost 
allowance or development costs until after this period of exemption, 
income tax is unlikely to be paid for some additional years after this 


initial three years. 


De Taxpayers who operate oil or gas wells or mines 5/ (with the exception 
of gold 6/ and coal a mines, which are given special allowances) are 
permitted to claim a depletion allowance equal to one third of their 
taxable income from petroleum production or mining operations. (The 
term "petroleum" when used in this chapter should be taken to include 
natural gas.) In general, this provision can be said to reduce the 
effective rate of corporation tax by one third. Non-operators are 
entitled to a depletion allowance of 25 per cent 8/ of their gross 
income from the mining or petroleum operation. In addition, share- 


holders are permitted to deduct 10 per cent, 15 per cent or 20 per cent 


2) 
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of the amount of dividends paid by certain corporations resident in 
Canada if the income of the corporation which was derived directly or 
indirectly from the operation of a mine, oil or gas well meets the 


prescribed tests ye 


These provisions of the Income Tax Act and the Regulations have been 
sub ject to controversy over the years between those who have argued that 
they reflect only the necessary distinction that should be made to take 
account of the peculiar characteristics of these extractive industries, 
and those who argue that the provisions result in an unwarranted tax con- 


cession to a particular type of economic activity. 


The present tax treatment of business income has several major defects 
as discussed in Chapters 9 and 22. In particular, because of the exclusion 
of capital items from income, some costs are not deductible at any time. 
The limitations on the carry-forward, carry-back, deductibility against 
other income and transferability of losses mean that the present system is 
seriously biased against risk taking by new and small businesses. The low 
rate of corporation tax on the first $35,000 of corporate income appears to 
be a relatively inefficient and ineffective method of compensating for the 


apparent bias of the capital market against risk taking by small firms. 


With the adoption of the recommendations made elsewhere in this Report 
these defects would be virtually eliminated for all businesses. To the 
extent that the mining and petroleum industries have been particularly 
penalized by these deficiencies in the present system, these industries 
would obtain a greater benefit than other industries from the general re- 


forms which we propose. 


The defects in the present system are of omission as well as commission. 
If all costs are made fully deductible, all gains should be made fully tax- 
able. The recommendations made elsewhere would bring into tax all -property 


and other gains at full rates and would subject all corporate income to a 
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flat rate of tax of 50 per cent. The question is therefore whether the 
present special tax concessions to the mining and petroleum industries 
would have any place in a reformed tax system that eliminated some of the 
defects in the existing system that perhaps justified granting the con- 
cessions in the first instance. The great emphasis that has been placed 
throughout this Report on the paramount importance of horizontal equity and 
neutrality of tax treatment among different activities means that deviation 
from the full taxation of all income is only acceptable if there is an over- 


whelming reason for doing so. 


After carefully analyzing the many arguments advanced in support of 
special concessions to the mining and petroleum industries, we have con- 
cluded that, in general, adoption of the reforms recommended for the taxa- 
tion of businesses and corporations would make the special tax concessions 
to these industries unnecessary and unacceptable. Percentage depletion and 
the three-year exemption for new mines are extremely costly in terms of 
revenue, and the available evidence suggests that these concessions are in- 
efficient acess that they have a relatively small effect on mineral and 


petroleum exploration and production per dollar of tax revenue forgone). 


It is estimated that in 1964 the three-year exemption for new mines 
and the depletion allowances reduced tax revenues by over $150 million. 
It is true that in the absence of these concessions the income generated 
by mining and petroleum almost certainly would have been less, but 
the increased investment in other industries of funds which were 
invested in mining and petroleum would have increased taxable revenues 
from these other industries. Hence, if the concessions are as inef- 
ficient as we believe them to be, any overstatement of the revenue loss is 
relatively small. When it is recognized that $150 million is almost equal 
to the revenue raised by four percentage points of the corporation income 
tax, it is apparent that a significant reduction in the taxes levied on 


other businesses would be possible if the concessions were removed. 
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There is no doubt that these concessions encourage the mining and 
petroleum industries. As a result of the concessions, Canada has more 
investment in these activities, more people are employed in them, and the 
volume of our exports of minerals and petroleum is no doubt greater and the 
volume of our imports of minerals and petroleum is no doubt smaller than 
otherwise would be the case. In addition Canada's known mineral and petro- 


leum reserves are probably somewhat greater than they otherwise would be. 


The issue is not the direction of the effects of the concessions but 


rather: 
Ls Have the effects been significant? 


Ce To the extent they have been significant, did the diversion of labour 
and capital from other uses to the mining and petroleum industries in- 
crease or decrease the total output of the goods and services that 


Canadians want (or that could be traded for such things)? 


op To the extent that the diversion increased the economic welfare of 


Canadians, could it have been achieved at lower cost? 


In our opinion, the concessions probably brought about an increase in 
the allocation of capital and labour to mineral and petroleum extraction; 
but there is no presumption that this had a beneficial effect on the over- 
all economic well-being of Canadians. Even if the re-allocation did improve 
general economic well-being, the concessions were an unnecessarily costly 
method of achieving this result. 


THE DETERMINATION OF INCOME FROM 
MINERAL AND PETROLEUM EXTRACTION 


Discovery Value 


The "discovery value" of a mineral or petroleum deposit—the value of 
a deposit in excess of its cost of discovery—is the net gain in the value 


of a right to or interest in property resulting from the discovery of a 
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mineral or petroleum deposit. To maintain equity in the tax system it is 
necessary that those who realize such net gains, either through the dis- 
position of the interests or rights in the property or through the sale of 
the minerals or petroleum extracted from the deposits, should be taxed in 
full on the net gains. It is impractical to tax most property gains on an 
accrual basis because of valuation problems. This is certainly the case 
with respect to discovery value. To tax discovery value at the time of the 
discovery (i.e., on an accrual basis) would be virtually impossible because 
of the difficulty of estimating the quantity of reserves, the costs of ex- 


traction and the trend of future market prices for the product. 


Discovery value is, in essence, a capital gain. Because the present 
tantasiten does not bring capital gains into tax, it is sometimes argued 
that to define income from the extraction and sale of minerals or petroleum 
as the difference between gross revenues and the actual costs of generating 
those revenues would overstate "true" income because the capital gain element 
would not be deducted from gross revenues. This overlooks the fact that 
those who are in the business of making capital gains are subject to tax on 
those gains, and those who hold rights to or interests in mineral or petro- 
leum properties usually are in the business of making discoveries. In any 
event, whatever the merits of this argument in the context of the present 
system, under the system which we have proposed, discovery value would be 
taxed on the same basis as other kinds of gains and a reduction in income 
from mineral or petroleum extraction to reflect discovery value would be 


inconsistent with the treatment accorded other kinds of net gains. 


Percentage depletion allowances are also advocated as a method of 
compensating for the exhaustion of the deposit. In manufacturing, for 
example, the cost of the machine used up in producing the goods that are 
sold is deducted from revenues in determining income. It is argued that 
similarly mineral and petroleum deposits, being wasting assets, are used 


up by extraction and a similar deduction for the cost of acquiring the asset 
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is appropriate. This point of view is valid and leads to the conclusion 
that all of the costs incurred in acquiring mineral and petroleum rights and 
in discovering and developing the deposits should be deductible from revenue 
at some time 10/. However, it does not justify the writing-off of discovery 
values. The discovery value of a deposit is, by definition, the gain in 
value of a right to or interest in property after deducting all casts of 
discovery. Discovery value should not be deducted from the revenues from 
the sale of minerals or petroleum any more than revenues from the sale of 
manufactured goods out of inventory should be reduced if these revenues 


exceed the cost of producing the goods sold. 


As in the case of other businesses, the income from mineral and petro- 
leum extraction should be determined by including in income all revenues 
and by deducting from income all of the costs actually incurred in earning 
that income. There is little if any problem in determining what should be 
included and deducted in computing income. There is a problem in deter- 
mining the time at which costs should be deducted in order to measure in- 
come from mineral and petroleum extraction in a manner that is comparable 


with measures of income from other kinds of business. 
Exploration Costs Generally 


The more uncertain the value of the asset created by a particular 
expenditure, the more rapidly the cost should be written off. Because the 
probability of success for a particular exploration venture is usually low, 
it is reasonable to deduct exploration costs immediately in determining 
income. The immediate write-off of these costs would be an effective form 
of tax incentive to new mineral and petroleun discovery and would also be 
consistent with the recommended treatment of research and product develop- 


ment costs for businesses generally. ‘ 
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Development Costs Generally 


Development costs in mineral and petroleum extraction are comparable to in- 
ventory costs in, say, a manufacturing business, although the value of the asset 
ereated by the latter expenditures is more certain than is the case with explora- 
tion costs. Development costs are much more directly related to the earning 
of future income. In principle, ‘therefore, if the method of measuring in- 
come from mineral and petroleum extraction is to correspond with the method 
of measuring income from other industries, development expenses should be 
deferred and written off against the revenue received from disposing of the 


minerals or petroleum in the developed deposit or well. 


In order to match development expenses against the revenues from the 
extraction of minerals and petroleum it would be necessary to segregate 
exploration and development costs. The dividing line is uncertain in the 
mining industry and even less clear in the oil industry. But it should not 
prove impossible to draw up arbitrary but reasonable rules that would sepa- 
rate the two kinds of costs. Ultimately an attempt should be made to do so. 
The Canadian Petroleum Association has already agreed on some division for 
statistical purposes. We believe that regulations could be written after 
discussion between the tax authorities and industry representatives that 


would provide adequate guidelines for the allocation. 


The accounting practices followed in financial statements would not 
provide a suitable basis for segregating exploration and development costs. 
Not only is there considerable variation in the practices now followed by 
companies, but also accounting practices would be adversely influenced if they 


became significant in the determination of the tax liability. 


There are three general ways of determining the write-off of development 
costs once these costs have been segregated. The first would be to relate 
amortization to the rate of extraction of the mineral or petroleum. This would 


match costs against revenue, but it is usually impossible to obtain a reliable 
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estimate of the total expected production. A second method would be to 
write off development costs on the basis of the life of the mine or well, 
subject to an arbitrary maximum period to avoid severe administrative dif- 
ficulties. The difficulty of obtaining a reliable estimate of the amortiza- 
tion period would remain. The third alternative would be to have arbitrary 


rates of write-off regardless of the life of the mine or well. 


The third elternative would be the most workable and would not unduly 
depart from the principle of matching revenues and expenses. Accordingly, 
it would be preferable to establish some general arbitrary rate at which 
development costs could be written off—as is done for capital assets 
generally. Depending on the dividing line eventually established becieen 
exploration and development costs, the rate of amortization on a diminishing 
balence basis that would treat the mining and petroleum industries in a 


manner similar to other industries would be approximately 20 per cent. 


Costs other than those related to exploration and development would be 
deductible from income in the wey already recommended for business costs in 


general. 
Exploration and Development Costs in Mining 


Development expenses in mining are epproximetely four times as great 
as exploration expenses. The Dominion Bureau cf Statistics reported that 
prospecting and exploration costs were about $45 million in 1960. The costs 
incurred after the decisions are made to develop the mines average about 
$200 million a year. Our survey of the mining industry 11/ showed that the 
development period is usually from one to four years in length but may run 
over seven years. The same survey suggested that of the total expenditures 
on depreciable assets and development, depreciable Wie cobe constituted between 
25 per cent and 90 per cent and averaged about 75 per cent. Most of the 
responding companies in their accounts wrote off their exploratiom expenses 


in the year incurred but wrote off development costs against subsequent 


income from production. 
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Depreciable Assets Used in Mining 


As already indicated, in the mining industry a substantial investment 
in depreciable assets is required in the development period. Most of these 
assets are used for purposes of production. While the physical character- 
istics of the depreciable assets themselves ere similar to Oh cbeanaad in 
business generally, the unique feature of mining assets is that they are of 
little commercial use if the mine is ebandoned. It would therefore be appro- 
priate, for the matching of costs against revenue, that the method of writing 
off the depreciable assets should reflect the life of the mine. Accordingly, 
to the extent that depreciable assets were used in the development period, 
depreciation thereof should be treated as part of the development costs and 
written off in the same manner as other development costs. However, certain 
depreciable assets, such as a smelter or a refinery, may not be dependent 
upon one mine for usefulness. In addition, certain associated facilities 
such as townsites, railways and airports may be constructed primarily for 
purposes of the mine, but may have other possible uses to the taxpayer in 
the future. In neither of these ceses would a write-off of cost over the 
life of one mine (or at the arbitrary rates used for administrative reasons 
in the case of development. costs) necessarily be the most appropriate pro- 


cedure. 


The Mining Survey indicated that in the mining industry a great variety 
of depreciation methods are used for corporation accounting purposes. The 
straight-line method is frequently adopted, with rates varying from 4 per 
cent to 15 per cent; but both the unit-of-production method and the diminish- 


ing balance method are also employed. 
Exploration and Development Costs in Petroleum 


Although the breakdown between exploration and development costs in 


the petroleum industry cannot be determined exactly, the statistics provided 
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by the Canadian Petroleum Association suggest that expenditures in each of 


these activities are about $100 million to $200 million annually. 


While only a small proportion of exploratory drilling has resulted in 
productive wells, 80 per cent to 90 per cent of development Grilling has 


been successful. 


The appropriate treatment of exploration and development costs for 
petroleum has raised considerable controversy in accounting circles in Canada 
and the United States in recent years. Some argue that anyone embarking on 
an oil exploration programme accepts the fact that a certain amount of drill- 
ing will be unsuccessful, and that therefore the cost of the unsuccessful 
drilling should be treeted as part of the cost of the oil reserves resulting 
from successful drilling. This "full costing" approach would have the deduc- 
tion of ell exploration and development costs deferred in some manner end 
amortized against subsequent production of oil; it has been gaining some 
support recently and hes been edopted by some Canadian companies. Many, 
however, object to this method on the grounds that the hope of eventual 
success may never be realized and that it is not realistic to bring together 


costs of operation and revenues in unreleted geographic areas Le) 
PRESENT TAX TREATMENT 


All prospecting, exploration and development costs, including the 
costs of oil rights and properties purchesed from others, but excluding 
mining rights, tS are generally deductible immediately to the extent of 
the taxpayer's income from ell sources (excluding exempt dividends and 
before deducting the depletion allowance). Any costs not deducted in 


the year may be carried forward indefinitely against income of future years. 


Once a mine hes commenced production, the cost of any further develop- 
ment work (referred to as "forward development") is usuelly regarded as a 
current cperating expense except to the extent that it relates to underground 


work designed for continuing use, such es e mine Sheft, a main heulege way 
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or an extension thereof. The treatment of the latter type of expense is 


set out below. 


As already indicated, there are also special provisions permitting 


depletion allowances to be deducted in arriving at income for tax purposes. 


Equipment and structures acquired for use in the production of petro- 


leum are generally entitled, under the present legislation, to be written 


off on the diminishing balance basis at the rate of 30 per cent chy 


Mining machinery and equipment and buildings acquired for the purpose 
of gaining or producing income from a mine (except office buildings that 
are not situated on the mine property and refineries) are subject to capital 
cost allowance at 30 per cent on the diminishing balance basis /. Mine 
shafts, main haulage ways and other similar underground work designed for 
continuing use and constructed after the mine came into production are 
permitted an annual write-off of up to 100 per cent 5/0 This permits the 
taxpayer to treat them as expenses when he chooses. Associated facilities 
such as roads, railways, airports and wharfs are subject to the ordinary 
capital cost allowance rates for such assets, which range from 4 per cent 
to 10 per cent on the diminishing balance basis GMs Under the present 
capital cost allowance system the allowance is dependent upon ownership, 
and accordingly commences upon acquisition rather than use pag No recog- 
nition is given for tax purposes to the cost of facilities, such as developed 


sites and buildings, which are donated by the taxpayer to the local author- 


ities 18/. 


In addition to the above provisions concerning the treatment of costs, 
there are other special provisions, one of the most important of which is 
the exemption from tax for three years of the income of a new mine. This 
exemption is rendered more significant by the fact that e taxpayer may defer 
claiming any capital cost allowance on depreciable assets and any pre- 


production costs until after the three-year period. 
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ARGUMENTS FOR SPECIAL TAX PROVISIONS 


Based on a review of published material, the briefs presented to us, 


the views expressed at the hearings and interviews conducted by members 


of our staff, we found that most of the arguments advanced in support of 


special tax provisions for the resource industries fell into one or another 


of five general categories. These categories are briefly described below: 


The "accounting neutrality" argument: in determining taxable income, 
all costs of generating income should be deductible at some time; and 
because of the uncertainty of the return from outlays incurred in the 
extraction of minerals and petroleum these costs should be deducted 
quickly. Thus, early write-offs are advocated as a means of achiev- 


ing inter-industry neutrality. 


The tax system bias ageinst risk-taking argument: mineral and petro- 
leum extraction is particularly risky; tax systems that lack complete 
loss-cffsets discriminate against risk taking; the present tax system 
does not provide complete loss-offsets; the present tax system there- 
fore discriminates against mineral and petroleum extraction. Special 
tax concessions to the extractive industries are therefore required 

to compensate for this feature of the tax system in order to achieve 


inter-industry tax neutrality. 


The capital market bias against risk-taking argument: mineral and 
petroleum extraction is particularly risky; the capital market dis- 
criminates against risky ventures; the capital market therefore 
discriminates against mineral and petroleum extraction. Special 


tax concessions to the extractive industries are required to com- 


pensate for this market bias. 


The corporation tax discrimination against mineral and petroleum 
extraction argument: the corporation tax falls on one factor of 


production—equity capital; the extractive industries are equity 
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capital intensive and rely relatively little on debt financing; fol- 


lowing imposition of a corporation tax the resource industries either 


have to raise their prices more in the short run or reduce investment 


more in the long run than other industries in order to restore inter- 


industry equilibrium in after-tax rates of return. If the adjustment 


is through reduced investment, the corporation tax reduces investment 


in the mining and petroleum industries more than in other industries. 


Tex concessions to mineral and petroleum extraction are required to 


compensete for this non-neutral feature of the corporation tax. 


44 Expanded 
economic 
benefits 
account. 
would be 
point of 
cessions 


Canadian 


investment in the extractive industries confers social and 

benefits ergument: expanded resource industries provide 

to the economy that individual investors do not take into 
Consequently, without tax incentives (or subsidies) there 

too little investment in the resource industries from the 
view of society as a whole. In particular, without tax con- 

foreign direct investment in Canada would be reduced and 


capital destined for the extractive industries would be in- 


vested abroad to the detriment of Canadians. This argument can be 


broken down into a number of more specific contentions which are listed 


and discussed later in this chapter. 


Some of these arguments are complex, and many of them (particularly 


the last one) involve issues that go beyond the immediate subject matter 


of this Report. 


In the balance of this section we attempt to appraise the 


principal issues and set forth our views on them. More detailed discussion 


is contained in the study previously cited 1S. 


Accounting Neutrality 


Because of the low probebility of generating any revenue as a result 


of an outlay for mineral or petroleum exploration, and because of the 


long and variable time lags between search and discovery and between 
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discovery end vroduction, it is esrgued that all costs should be written 
off end that they should be written off rapidly in order to achieve a 
measurement of income from mineral or petroleum extraction thet is com- 
parable with the measurement of income from other industries. The rapid 
write-off of costs that may not be matched by revenues is therefore advo- 
cated, in this case not as a concession to mineral or petroleum extraction 
but as a necessity for inter-industry neutrality in the determination of in- 
come. While it is difficult to determine just how rapid the write-off 
should be to achieve neutrality, we believe that the treatment recommended 
later in this chapter is liberal. This treatment is basically that the 
cost of exploration and development should initially be ei toaed io fa Le eas 
claimed by the taxpayer. After a transitional period the rate of write- 


off of development costs should be reduced. 
The Tax System Bias Against Risk Teking 


There ere, unfortunately, no accurate and reliable measures of the 
relative degrees of risk ettached to investments in different industries BOF. 
No one can doubt that the probebility of loss on a single exploratory ven- 
ture in the extractive industries is very high indeed 2l1/. Whether the 
probability of loss from such en isoleted venture is\ greater than the pro- 
bebility of loss from a single research experiment by e manufacturing firm, 


Ssav>5 ‘in’ the chenlcal or electronics” industry, is’a'mocte porc. 


The diversification of risks is an important consideration. Many 
firms engaged in mineral and vetroleum extraction are large enough to be 
able to undertake many explcratory ventures themselves. Both in mining and 
petroleum, joint ventures or syndicates are often formed, end through them 
smaller firms can hold small vartial interests in many exploratory ventures. 
Tne greeter the diversification, the more stable and predictable the per- 
centage cf successful ventures. The large manufacturing corporation also 


can undertake many pieces of research and thus reduce its risk. However, 


the smaller manufacturing concern usually does not have the opportunity to 
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participate in syndicate arrangements by which it could have a smell shere 
in a multitude of research projects as does a small mining or petroleum 


company in the case of exploration projects. 


Because the joint venture arrangements for the pooling of risks in 
the extractive industries are more fully developed than in most diiter: in- 
dustries, to focus attention on the undeniably high risk ettached to a 
particular exploratory venture grossly overstates the degree of risk of 
investments in the mining and petroleum industries relative to other indus- 
tries. This is not to deny that the new small mining company or the new 
small petroleum company is subject to great risk if it cannot enter into 
joint ventures with other companies or that it is subject to substantial 
risk even if it can enter into such arrangements. We are not convinced, 
however, that even these firms are subject to greater risks then small firms 
in some other industries characterized by rapid technological and product 


change. 


Nevertheless, it is clear that,to the extent that a tax system fails 
to fully recognize losses through tax refunds,it is biased against risk 
taking—whether by a small or large manufacturing firm, or a small or large 
mining or cil company. However, as part of our general reform proposals we 
recommend a much more liberal treatment cf business losses than at present. 
We elso recommend a liberal treatment of property losses to metch the full 
taxation of property gains. Together, these provisions would ccme close to 
the perfect neutrality which can only be reached by payment of subsidies on 
losses. If the tax system accorded similar treetment to gains and losses, 
so thet risk taking was not penalized by the tax system, there would be 
little need for any special concessions to the mining and vetroleum industries 
even if it was felt that they were charecterized by greater risk than other 


industries. 


The Capital Market Bies Against Risk Teking 


On the assumption that investment in the extractive industries is 
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subject to greeter risk then investment in other industries, it is elso 

argued that, because the market discriminates agsinst risky ventures, con- 
cessionary tax provisions are necessary to compensate for the market bias. 
A market bias would raise the cost of capital to the mining and petrcleum 
industries. It is argued that, in the absence cf concessionary tax pro- 

visions, the higher cost cf capital would result in too little investment 
in the extractive industries relative to other industries. Tex concessions 
that overcame this bies would be efficient in the sense that the edditional 
resources devoted to mining and petroleum as e result of the concessions 
would yield a more valuable output then if the resources were put to alter- 


native uses. 


We are sceptical that investment in the extractive industries is more 
risky than investment in other industries, given prevailing institutional 
arrangements. But to the extent that the diversification of risk is not 
achieved, it is conceded that if investors demand a risk premium to com- 
pensate for the uncertainty of the expected returns from exploration there 
may be some under-investment in the extractive industries—and in other 
industries with the same characteristics ele To compensate for any pos- 
sible market bias against the mining and petroleum industries we will 
recommend a special provision that would permit the immediate write down 
of shares when funds were raised for exploration and development, rather 
than restrict the write-down to whatever losses were accrued or realized. 
Corporation Tax Discrimination Against 
Mineral and Petroleum Extraction are 

It can be argued that the corporation tax discriminates against 
mineral and petroleum extraction. If the production of the mining and 
petroleum industries was sold in world markets at prices that were unaf- 
fected by the Canadian output, the Canadian corporation tax could not be 
shifted in the short run through higher prices. Imposition of the corpo- 


ration tax would necessarily be followed by reduced investment in the 
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future. Moreover, where Canadian output does affect world prices, to the 
extent that the extractive industries are more capital intensive than other 
industries (that is, if they have high physical capital/ output ratios) and 
have lower than average debt/ equity ratios, a greater investment adjustment 
would be necessary for the extractive industries than for other industries 


to restore equilibrium among after-tax rates of return. 
There are five points to be made in responding to this argument: 


ee While some Canadian-produced minerals are sold at prices unaffected 
by Canadian output (notably gold) there are many that are not (notably 


nickel). 


Bs Even when the world price is unaffected by Canadian production many 
other countries that produce minerals and petroleum also impose 
corporation taxes and these taxes may affect quantities produced 


and world prices. 


oa It would be inconceivable to grant tax concessions to all corporations 
that are unable to shift the corporation tax through short-run price 


increases. 


ie There are other industries in Canada that are more capital intensive 
than the extractive industries and some that rely as heavily on equity 


financing. 


a The proposed integration of personal and corporation income taxes 
removes any tax discrimination against equity investment that might 


exist. 


We therefore reject this argument for tax concessions for the extractive 
industries. 
Social and Economic Benefits 


Finally, tax incentives to the resource industries are advocated on 


the grounds that they achieve one or more of the following results: 


ike 


Ls Provide employment. 

Ze Meintain Canada's resource bese. 

BS Meinteain Canada's position as e world prcducer of minerals and 
petroleum, 

4, Increase Canada's exports. 

oe Meke Canada more self-sufficient. 

6. Encourage direct investment in mining and petroleum in Cenada by non- 
residents and discourage direct investment in mining and petroleum in 
other countries by residents. 

(e Encourage industrial development generally by prcviding important 
energy sources (e.g., oil end uranium). 

8. Foster regional development, particularly in the far North. 


9. Encourage domestic ownershniv in the mining and petrcleum industries. 


Needless to say, those who advocate the tax concessions believe all of 


these alleged results to be desirable. They also assume that: 


bes Kither the benefits can be achieved without cost; or 
ee The benefits outweigh the costs; and 
D6 To the extent that there are costs, the same benefits could not 


be achieved at a lower cost. 


Since all of these alleged benefits from tax concessions tc the extrac- 
tive industries are dealt with at some length in the studies prepered for 
us and cited above, we shall discuss none of them extensively, although we 


shall consider most of them briefly. 


Providing Employment, To provide employment when there is unemployment is 
clearly an advantage. It is not necessarily an advantage, however, if 
increased employment in the extractive industries means less employment 
elsewhere. There are more effective methods of preventing unemployment 


than the provision of industry incentives, as discussed in Chapter 3. 
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Maintaining the Resource Base. No one would dispute the proposition that, 
if natural resources could be discovered without cost, then the more natural 
resources that were discovered the better. But the discovering of addi- 
tional natural resources is far from costless, and the relevant question 

is whether the additional discoveries warrant the additional cost in terms 
of the output forgone when labour and capital are devoted to this use rather 
than alternative uses. Only if the long-run cost of the new reserves was 
less than the cost of substitute materials (including foreign supplies) 
would special tax incentives be warranted. Even then, if the objective 

was to increase reserves, to be efficient the incentive should apply to 
exploration and not to development and production. This question is con- 


sidered again later in the chapter. 


Encouraging the Production of Exports and Import-Competing Goods. Minerals 


and petroleum constitute important exports for Cenada and Canadian-produced 
minerals and petroleum displace commodities that otherwise would be im- 
ported. It does not follow, however, that these facts justify special tax 
concessions to encourage the mining and petroleum industries. To take the 
view that exports and import-competing industries should be given tax in- 
centives implicitly assumes that, if capital and labour were not producing 
exports or import-replacing goods, they would not be producing anything 
else. Over the long run (and that is the relevant period) this assumption 


is invalid. 


Canadians should specialize in producing the goods and services in 
which they have a comparative advantage and not necessarily the goods that 
have been exported or that have displaced imports in the past. This can be 
illustrated in a simple way by supposing that, unknown to anyone, there 
were no undiscovered mineral deposits or petroleum reserves in Canada, and 
that the government adopted a policy of subsidizing the production of minerals 
and petroleum for export. As a result of the subsidy more resources would 


be devoted to exploration and marginal mines and wells would be brought into 
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production. By increasing the subsidy, more resources would be devoted to 
searching for reserves and producing minerals from fewer and fewer produc- 
tive mines end wells. Less and less of other things would be produced. 
Canadians would become less and less well off. We do not for a moment wish 
to suggest that the return from exploration is, in fact, zero. We do wish 
to suggest that the policy of encouraging a particular kind of export is 


probably not consistent with the overall economic well-being of all Canadians. 


Furthermore, the effect on the balance of payments of increasing the 
volume of minerals and petroleum exported and the domestic production of 
import-competing minerals and petroleum is most uncertain. It depends on, 
among other things, the foreign demand for these products and the changes 
in the volume and composition of Canadian imports which result from the 
diversion of resources to the production of more minerals and petroleum. 

If the foreign demand for minerals and petroleum is inelastic (i.e., small 
increases in the volume of exports bring about large reductions in price) 
and resources are taken from other export or import-competing industries to 
produce more minerals and petroleum, it is conceivable that Canada would 


weaken rather than strengthen her balance-of-payments position. 


Encouraging Foreign Investment in Canada. Many nations, in particular the 


United States, offer substantial tax concessions to the extractive indus- 
tries. It is urged that Canada must offer equivalent tax concessions to 
the extractive industries if the rate of foreign investment in these indus- 


tries is to be maintained. 


The question of foreign investment in Canada is, as the discussion 
in Chapter 5 points out, extremely complex. Little can be done in a brief 


review except to call attention to some relevant points: 


Le A substantial proportion of foreign direct investment in Canade is 
probably related to considerations other than the after-tax rate of 


return to parent corporations. The securing of sources of supply, 
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investment in a politically stable country near the United States 
market and the maintenance of a share of the market are clearly signi- 
ficant factors in the decision to invest in Canada. It is impossible 
to determine with any certainty the sensitivity of foreign direct in- 
vestment to changes in after-tax rates of return. From what our staff 
has been able to ascertain about many, if not most corporations, the 
expected after-tax rates of return are either not computed with suffi- 
cient precision to reflect many of the tax concessions now offered to 
the mining and petroleum industries, or these concessions are not a 
significant factor in the decision whether or not to invest. Hence, 
changing the tax system might be of greater significance in the assess-~ 


ment of factors other than the rate of return, such as those mentioned. 


If it is true, as some persons contend, that international "mineral" 
capital is exclusively devoted to mineral and petroleum extraction 

and is seldom available for other forms of investment, there is a 
strong presumption that it is invested where the probability of finding 


ore or oil is greatest—and is insensitive to after-tax rates of return. 


A principal benefit—but not the only benefit—that Canada obtains from for- 


eign investment in Canada is the revenue from taxing the income generated 
by such investment. To determine the rate of tax on the income from 
foreign investment in Canada which would maximize the net benefit to 
Canada would require a knowledge of the sensitivity of foreign inves- 
tors to changes in after-tax rates of return and a knowledge of the 
indirect benefits from foreign investment. Neither of these crucial 
facts is known. If, as we suspect, much foreign investment in the 
Canadian mining and petroleum industries is insensitive to changes in 
after-tax rates of return, the net benefit to Canada could be increased 


by raising Canadian taxes on the income. 


Undoubtedly, the optimum taxes that Canada should impose on the re- 


source industries are not entirely independent of the foreign tax 


316 


treatment of these industries. If foreign governments grant larger 
concessions to the resource industries than Canada does, the weight 

of tax thet Canada can impose without having some adverse influence 

on foreign direct investment in these industries is less than it would 
otnerwise be. On the other hand, if foreign governments grant foreign 
tax credits that exceed current Canadian taxes, the latter can be 


raised without reducing such investment. 


How high the Canadian tax on the income of Canadian mining and petroleum 
corporations could be raised without reducing the net benefit from 
foreign direct investment in these industries is impossible to say with 
certainty. It can be argued that higher Canadian taxes on such income 
would reduce investment in these industries. In some circumstances this 
would undoubtedly be the case. It is also necessary for Canadians to 
bear in mind that some investments mede in Canada by non-residents could 
not be made by Canadians because they ere only profitable when a market 
for the output is assured. In some circumstances, only a foreign parent 
company can provide such a guaranteed market, as was the case in the 


development of most of the Canadian iron ore mines. 


The only way to maximize the net benefit for Canada would be to treat 
each foreign-financed Canadian venture separately, taking into account 

the sensitivity to differences in tax treatment and the net benefit to 
Canada that would be provided. This venture-by-venture discrimination 

is both impractical and unacceptable. Consequently, any uniform treat- 
ment applied will result in some instances in less than the optimum 

net benefit for Canada—because some foreign direct investment that 

would have provided a net benefit will be kept out by Canadian taxes, 

and because some foreign direct investment in Canada will obtain a greater 


after-tax return than the minimum it would have been willing to accept. 


Adoption of our mining and petroleum recommendations would undoubtedly 


make foreign direct investment in these industries less attractive than 
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it is now. Some foreign investment that would have provided a net 
benefit would be lost, while Canada would obtain a greater net bene- 


fit from some foreign investment than it does now. 


Bs We are also satisfied that it would be a grave error to adopt the 
approach that, whenever a foreign country adopted a tax concession for 
a particular industry, an equivalent tax concession should be provided 
in Canada for that industry so that foreign investment in the Canadian 
industry would remain equally attractive. Often the best Canadian 
policy to pursue when foreign governments give large concessions to 
particular industries would be to import the subsidized goods from 
the foreign country and devote Canadian resources to producing other 
goods, or to establish foreign subsidiaries of Canadian corporations 
in the foreign industry with the concessions to take advantage of the 


higher after-tax returns. 


When there is full employment in Canada we may need net foreign invest- 
ment to maintain the rate of capital formation without reducing domestic 
consumption. But usually what is required is access to foreign goods and 
services in general, not access to foreign dollars destined for a particular 
use in Canada. If Canada can call upon foreign savings for investment in 
other industries, Canadian labour and capital can be employed in the resource 
industries (or any other industry) and foreign goods and services can be 
substituted for domestically produced goods that are forgone because of the 
increased investment in the resource industries. Aside from the instances 
where assured foreign markets or specialized foreign technology are involved, 
Canada can and should adopt general policies to control the inflow of foreign 
capital and should eschew industry concessions that could substantially 


reduce the net benefits from such foreign investments. 


Discouraging Foreign Direct Investment by Canadians. If Canada does not 


match the concessions to the extractive industries given by other countries, 


Canadian capital destined for these industries may be invested abroad. This 
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point of view is often expressed by those interested in the Canadian mining 
industry ro It is an argument for maintaining the concessions now given 
the Canadian mining industry—concessions that are admittedly liberal rela- 


tive to those offered by most other countries 2h/. 


With full employment in Canada, increased investment abroad by Cana- 
dians, unless offset by increased foreign investment in Cenada, would require 
either a reduction in current domestic consumption or a reduction in domestic 
investment. If there was no offsetting increase in foreign investment in 
Canada and the increased investment abroad by Canadians was accompanied by 
a reduction in current domestic consumption, then Canadian savings would have 
increased and the national income of Canada would grow more rapidly in the 


future by the additional income earned abroad by Canadians. 


If there was no offsetting increase in foreign investment in Canada and 
the increased investment abroad by Canadians was at the expense of domestic 
investment, the national income would grow more or less rapidly depending 
upon the after-foreign-tax return earned on the additional foreign investment 
by Canadians, the before-tax return that would have been earned on the for- 
gone domestic investment, and the indirect effects of the two kinds of 


investments. 


Ignoring these indirect costs and benefits, eo under tne conditions 
assumed in the preceding paragraph, if Canada gave credit for the foreign 
taxes paid on the income from such investments, it is possible that a foreign 
investment that was profitable to the Canadian investor would result in a 
net economic loss to Canada. The investor presumebly is indifferent as to 
whether he pays taxes to one government or anoter: However, the net bene- 
fit to Canada from the investment would be reduced to the extent that, by 
investing abroad, revenues were transferred to a foreign treasury. If, as 
seems probable, the net indirect benefits from investment abroad were less 


than from domestic investment, the higher the foreign taxes imposed on such 
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investments and the more generous the foreign tax credits provided by Canada, 
the more likely that it would be that increased investment abroad woul? 


result in a net economic loss to Canada. 


The situation would be different, however, if increased investment 
abroad by Canadians was offset by increased investment in Canada by non- 
residents. Even if the before-tax rate of return on direct investment abroad 
was no higher than it was in Canada, Canada could obtain a net benefit from 
increased Cenadian direct investment abroad under some conditions. The 


conditions would be: 


1. Foreign direct investment in Canada was as productive as the Canadian 


investment it replaced; and 


ae Canada taxed the income from foreign direct investment in Canada at 
a rate higher than other countries taxed the income from Canadian 


direct investment abroad. 


To be more explicit: (a) if the removal of the tax concessions to mining 
in Canada resulted in increased investment abroad to take advantage of the 
tax concessions other countries gave to mining; and (b) if non-residents 
increased their investment in Canada (presumably not in mining) by a cor- 
responding amount; and (c) if Canada was able to tax the income from in- 
creased foreign investment in Canada at a higher rate than other countries 
taxed the increased foreign investment of Canadians, Canada would obtain a 


net economic benefit from the change. 


Enough has been said about the complex issues involved to establish 
that it is impossible to make any unequivocal statements about the net 
economic gains and losses from increased direct investment abroad in mining 


by Canadians. 


This leads to the second aspect of the problem. Would a removal of 


the Canadian tax concessions in fact lead to increased investment by 
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Canadians in mining in other countries? There can be little doubt that, if 
the Canadian tax concessions to mineral extraction were removed, foreign 
direct investment in mining would be relatively more attractive to Canadians 
than it is now. But the proposals for mining are not made in isolation. 

The integration proposal, as will be illustrated later in this chapter, 

would partly compensate resident shareholders for the removal of the con- 
cessions, although the after-tax rate of return from Canadian mining corpo- 
rations would be reduced for many shareholders. However, because we propose 
in Chapter 25 that the credit for foreign taxes should be restricted to 30 
per cent and that the income of foreign subsidiaries of Canadian corporations 
should be taxed on an accrual basis at a rate of 430 per cent, foreign direct 
investment by Canadians would also, in some circumstances, be less attractive 


than 16 is now. 


With offsetting pulls toward other kinds of domestic investment and 
offsetting pushes away from foreign investment, we are satisfied that a large 
increase in Canadien investment in foreign mining ventures would be unlikely 
to occur as a result of removing the special concessions to mining in Canada. 
To the extent that an increase did occur, it could not be presumed to be 


against the national interest. 


Energy as a Leading Factor for Growth. It may be contended that the growth 


of the economy is particularly dependent on sources of abundant energy. The 
implication is that the oil and gas industries merit favoured treatment. 

The comments made above apply also in relation to this argument. Specifi- 
cally, if supplies of oil and gas could only be produced domestically at a 
higher real cost than the cost of importing them, Canada would obtain a net 


economic benefit if they were imported. 


Regional Development. The pioneering role of mineral extraction in the remote 
areas of Canada is often stressed, particularly in reference to populating the 
far North. But, as direct employers, mining and petroleum companies do not rank 


high, and their indirect employment effects in the immediate region of their 
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mining and producing operations are relatively low. It should also be 
observed that a forced pace of settlement has certain social costs Ct 204 
the provision of transportation, housing and associated services) that 
could exceed the costs to the industry. There is no economic reason why 
the pace of development of raw materials with higher real costs should be 
forced before supplies available in more accessible regions have been fully 
exploited. Nonetheless, many of Canada's remote regions are ill-suited to 
economic pursuits other than mining and there are non-economic reasons for 


encouraging the population of some areas. 


If settlement subsidies for particular regions are required in the light 
of national policy, they should not be confined to one type of industry but 
rather to specified areas. Provision of transportation facilities and social 
capital are much more effective in partially redressing the problems of high 
costs and below-standard living conditions than are tax concessions to one 
type of industry. Nevertheless, if specific encouragement to the extractive 
industries to develop particular areas is deemed to be desirable, the recently 
introduced loan fund for exploration in the North is clearly a much more ef- 


ficient device than general tax concessions to these industries. 


A variant of the regional development argument supports aid to sectors 
of the industry in the interests of slowing or halting the decline of commni- 
ties. Such is the rationale for the direct subsidies paid to coal mines and 
gold mines and for the more favourable depletion allowance accorded to these 
industries. Mining, being regionally specialized, is particularly prone to 
this "ghost town" problem; but it is not unique. Such subsidization is 
justified as a short-run measure on the grounds of social cost in terms of 
human dislocation. In the interest of administrative efficiency, the direct 
subsidy should be made adequate to the task, and the hidden subsidy, in the 


form of a more generous depletion allowance, should be abandoned. 


But long-run solutions demand a shift of resources from declining in- 


dustries. In this task government aid should play a role, most obviously in 
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subsidizing the movement of and retraining of displaced workers, but also, 
where such movement is not possible or desirable, in the form of incentives 
to new industry to enter the area, Such a policy of encouraging new in- 
dustry in declining mining regions need not exclude other branches of mining, 
which might be given assistance on a regional basis in finding and developing 


new minerals, without being permanently subsidized, 


Encouraging Domestic Ownership in the Extractive Industries, It is argued 


by Canadian petroleum companies that the present Canadian treatment of the 
extractive industries is not generous enough because the combined impact of 
United States and Canadian tax laws favours the operations of United States 
residents (individual and corporate) over those of Canadian residents, This 
viewpoint was adopted by the Royal Commission on Canada's Economic Prospects, 
As a counter measure, that Commission advocated a form of depletion for 


Canada based on gross earnings, 


Given the situation of an independent Canadian petroleum producer, the 
argument is not without merit, It has, however, also been taken up by the 
major integrated oil companies, who are currently in the most advantageous 


position of all, as is shown later in this chapter in Table 23-3, 


Such advantages as exist for non-residents apply to Canadian branches 
of United States companies before their production income in Canada exceeds 
the cost of their current exploration and development programmes, Prior to 
reaching this point, these branches can carry forward their pre-production 
expenses for write-off against future taxable income in Canada, At the 
same time they can obtain an immediate recovery for intangible drilling 
costs and the cost of unproductive acreage against income otherwise subject 
to United States tax, without affecting the size of their concurrent de- 
pletion allowances in the United States. A Canadian company, on the other 
hand, gets no depletion so long as its write-offs exceed its production 
income, However, once the United States company attains a tax-paying 


position in Canada it loses this advantage, It has, in addition, to contend 
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with the 15 per cent non-resident withholding tax. The effective rate of 
tax on its Canadian operations then becomes the higher of the Canadian and 


United States rates that apply to that part of its total operations. 


The major international integrated oil companies with Canadian affili- 
ates incorporated in Canada, and which account for the major proportion of 
the impressive statistics on United States ownership of Canadian petroleum 
resources, do not have any advantase in Canada that stems from United States 
tax law. Integrated oil companies, whether they be Canadian or non-resident- 
owned, do have some advantages under Canadian law. The chief advantage is 
that, if their write-offs of exploration and development costs exceed their 
production income, the excess may be written off against refining and 


marketing income, 


A liberalization of the Canadian devletion allowance would, of course, 
apply to the previously mentioned United States subsidiaries as well as to 
Canadian-owned corporations, thus reducing the claims for Canadian tax paid 
that the former would make on their United States returns. The net effect, 
then, could well be a transfer of revenues from the Canadian treasury to 


the United States treasury. 


It is probable that the dominance of United States-controlled com- 
panies in the Canadian oil industry is an episode in the world-wide in- 
tegration of the industry and does not stem from the application of tax 
laws. Furthermore, the very success of Canadian crude in penetrating the 


United States market may in part be a result of that dominance. 


We are satisfied that a further tax concession to the resource indus- 
tries in the form of gross depletion would not, if it had any effect, 
produce more than a minor increase in Canadian ownership. The adoption of 
our integration proposal should be more effective for this purpose and would 


not involve a transfer of revenues from the Canadian to foreisn treasuries. 


Zak 


As we will show later in this chapter (see Tables 23-4, 23-5 and 23-6), 
although our propcsals would increase the after-tax rete of return to Cana- 
dian shareholders, the taxation of share gains would mean that the total 
after-tax return to a substantial proportion of the Canadian shareholders 
in Cenadian mining and petroleum corporations probably would decline. To 
the extent that this reduction was not shifted through higher mineral and 
petroleum prices, it would be capitalized in lower share prices. The total 
after-tax return on most shares of corporations not in the extractive in- 
dustries would probably rise as the net benefits of integration not lost 
through short-run shifting were capitalized. Most resident shareholders, 
then, would generally realize windfall losses on shares in Cenadian mining 
and oil companies and windfall gains on the shares of other Canadian cor- 


porations. 


The after-tax return on Cenedian mining and petroleum shares would be 
reduced more for non-residents than for residents because the former would 
not obtain the benefits of integration. Non-resident portfolio investors 
would therefore generally find it to their advantage to sell their shares 


to residents. 


The after-tax rate of return to non-resident direct investors in Cena- 
dian mining and petroleum would also be reduced. However, because the price 
that could be obtained for the shares of most large Canadisn mining and 
petroleum companies would likely be less than at present, there would be 
no incentive to non-resident parent corporations either to sell the out- 
standing shares of these subsidiaries to Canadians or to offer them new 


equity issues. 


Foreign-controlled companies raising funds for exploration and de- 
velopment might find that new issues commanded higher prices because of 
the special write-off that we will propose for such issues. This write- 
off would reduce the cost of Canadian equity capital to these companies, 
and more new issues for this purpose by foreign-controlled corporations 


might occur. 
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A SUMMARY OF OUR VIEWS 


After reviewing all of these arguments we have reached the conclusion 


that: 


ae if 211 costs were deducted at some time in the determination of 
business income from the extraction of minerals and petroleum, 

ae if these costs were written off rapidly to reflect the uncertainty 
of the return that would be generated by these outlays, and 

ae if the tax treatment cof losses was such that risk taking was not 
discriminated against by the tax system, 

the only ground for special tax concessions to the extractive industries 

would be to compensate for the possible discrimination against risk taking 

in the Cenadian capital market. In other words, to the extent that there 

was a bias in the capital market against risk taking, and to the extent 

that mineral and petroleum extraction was unusually risky, a deviation 

from a neutral tax system would be justified to compensate for this bias, 


assuming that more efficient methods of compensation were not available. 


It has already been pointed out that the large corporations in the 
extractive industries can spread the risks of exploration by undertaking 
either several ventures at once or a series of ventures and by participating 
in Pisses which take a partial interest in several ventures in order to 
pool risks. The large and established companies can also offset the costs 
of unsuccessful exploration ventures against production income. These 


companies, in effect, obtain refunds of taxes on their exploration losses. 


There is no question of capital market bias against these large com- 
panies in the extractive industries. They are able to raise capital in the 
market at costs that are no higher than those incurred by corporations of 
comparable size in other industries, as their price /earnings ratios attest. 
To the extent that it exists, the capital market problem is confined to the 


financing of mineral and petroleum exploration by small, recently established 
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corporations that do not have the finencial resources needed to spread the 
risks by carrying out many ventures simultaneously, cannot join syndicetes 
(or enough syndicates) to pool risks, and do not have income from mineral 
or petroleum extraction or refining against which the costs cf unsuccessful 
exploration ventures can be offset. Under these conditions the cost of 
capital for mineral and petroleum exploration is probably high. However, 
it is difficult to say whether the cost of capital is higher for such 


exploration than for research by small manufacturing companies. 


While the capitel market may be biased against exploration under some 
conditions, there is little if any evidence that known mineral and petroleum 
reserves are inadequate. Present reserves ere adequate for A: require- 
ments, and for most minerals the reserves sre growing rather than declining 
relative to current output. The question of oil reserves requires specific 
attention. Although the market bias against risk taking may adversely 
affect independent oil companies, the seriousness of the problem should be 


judged in terms of Canada's oil reserves. 


We have been told that there are no insurmountable technical obstacles 
to the commercial production of oil from the Athabasca tar sands. The 
principal problem is that, if oil from the tar sands is to be competitive 
with conventional crude oil, large scale productive facilities are required 
and these must operate near rated capacity. With the output of conventional 
crude oil substantially below 50 per cent of capacity, the Province of 
Alberta has been reluctant to grant permission to the industry to proceed 
with the exploitation of the tar sands on a adequate scale because this 
would entail a cut-back in the production of conventional crude. But if 
costs of conventional oil exploration continue to rise it is apparent that, 
if the tar sands are not now competitive with conventional crude, they will 
be competitive in the near future, and Canada's oil reserves »tor tal) 
practical purposes, will be limitless. Devoting resources to the search 


for conventional oil is, or will become, unnecessary. Hence, to grant 
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increasingly generous tax concessions to encourege the discovery, at higher 
and higher costs, of more conventional cil when tar sands crude was avail- 
able in limitless quantities but could not be exploited because of the 


limited market, would be perverse. 


We have generally adopted the view that wherever possible, when incen- 
tives are needed, subsidies rather than tax concessions should be grented. 
The cost of subsidies is apparent and they can be equally efficient as, or 
more efficient than, tax concessions. If public policy dictates that mineral 
exploration should receive greater encouragement than would be provided by 
the tax treatment that we recommend, any or all of the following measures 


would be effective: 


Lis The recently announced government loan programme for exploration in 


the North could be expanded. 


Ce Increased subsidies for transportation, communicetion and geological 


surveys could be made. 


er, A subsidy equal to a fraction of additional exploration expenses 


could be provided. 


We have therefore come to the conclusion that the need for special 
encouragement to mineral and petroleum exploration to compensate for a capi- 
tal market bias against risky ventures is small, if it exists at all. We 
are also convinced that there are fiscal methods available that would be as 
efficient as, or more efficient than, tax concessions in encouraging explo- 
ration if this was deemed to be in the public interest. It is against this 


background that the efficiency of the present concessions will be analyzed. 
EFFICIENCY OF THE PRESENT MAJOR TAX CONCESSIONS 


The purpose of tax concessions to the extractive (or any other) indus- 


tries is to make additional activity more attractive. This can be done by 


increasing the after-tax net return on investment in an attempt to expand 
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investment, and thus lead to incressed exploration, discovery, development 
and output. But concessions related to current profit, such as percentage 
depletion and the three-year exemption, are inefficient devices for in- 
creasing the long-run supply of minerals and petroleum because they apply 
to the output that would have occurred without the incentive as well as to 
additional output. From this starting point the effect of the present con- 
cessions may be reviewed briefly assuming that the tax reduction resulting 
from the incentive is not shifted in the short run through lower prices or 


higher costs. 


By increasing immediate profits, the tax concessions increase the 
capitalized market value of existing assets in the industry, 1n@ lua tye Re 
equity shares of existing corporations and the value of proven or potential 
reserves. However, if the establishment of new mines or new petroleum wells 
is barred, either through monopoly control or through the prohibitive cost 


of new discoveries, such tax concessions are pointless. 


If the opportunity to open up new deposits is relatively unrestricted 
and if long-run costs do not rise sharply, higher current profits resulting 
from the introduction of tax concessions will induce a shift of resources 
into the industry. If this happens, and if the country's increased output 
of the given mineral can be sold with no appreciable reduction in price, 
windfall gains to owners of existing assets will be at a minimum. The. tax 
concessions will be as efficient as possible. An allocation of resources 
that is different from what it would have been under free market conditions 


will have been achieved. 


However, if the price is maintained by effective control of total out- 
put and if there is freedom to open up new deposits, new investment will 
indeed be attracted by the tax concessions but it will result in idle 
capacity. There will be no increase in the output of the industry in 
question and less of other commodities will be produced. In this sense 


the re-allocation of society's resources will have been wasteful. 
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On the other hand, if output is permitted to rise but prices are highly 
sensitive to the country's output, the additional output resulting froma 
net increment in investment will quickly reduce profit expectations from 
further increments. The sensitivity of price to output will depend, in par- 
ticular, on the size of Canada's output in relation to world demand for a 
given product. If small increases in output lead to large price reductions, 
there will be little impact on the country's final output as a result of the 


concessions. 


Depletion Allowance to Operators. Percentage depletion is an extremely 


expensive incentive for encouraging mineral and petroleum exploration for 


the following reasons: 


ae The incentive is related to current profit and not to costs. The 
impact of the incentive is therefore indirect—the after-tax rate 
of return on production is increased and this increases the value of 
mineral and petroleum resources, and hence encourages exploration. 
More exploration could be encouraged at the same revenue cost, or 
the same exploration at a lower revenue cost, by relating the incen- 
tive to additional exploration, so that exploration that would have 


taken place without the incentive would not be unduly rewarded. 


ae Because exploration expenses must be deducted before depletion can 
be claimed, the more a corporation spends on exploration the less it 
benefits from depletion. This objection could be removed by the 
adoption of gross depletion; but as already stated, the additional 
revenue cost would be substantial and the incentive would still be 


less efficient than a direct subsidy to exploration. 


a. The depletion allowance provides a benefit only to established corpo- 
rations with operating income. Both in mining and oil a few corpo- 
rations (eight in all) claimed substantially over three quarters of 


the more than $150 million claimed in depletion by mining and petroleum 
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companies in 1964. The smaller corporations obtain little if any 
direct benefit from this concession, which favours most those corpo- 
rations which need it least, because the cost of capital to the 
largest mining and petroleum corporations is comparable with that 
of corporations of similar size in other industries. 
Deduction of Exploration 
and Development Costs 
The rapid write-off of exploration and development expenses yields an 
imputed interest saving. As a device intended to cause the re-allocation 
of resources, this concession is the most efficient of those under con- 
sideration. It has the great virtue that there is a direct waaataenanee 


between the stimulus and the desired response. 


The present deduction provisions can, however, be subjected to two 
major criticisms. First, they are more advantageous to those corporations 
which have operating income and so can immediately utilize the rapid 
write-off, than to those that do not. Second, the privilege applies to 
all stages of pre-production activity—from primary reconnaissance through 
to final development. Given that the risks of failure have been greatly 
reduced by the development stage, the direct effect of the rapid write-off 
provisions for development costs is likely to be a more rapid development 
of known mineral deposits and petroleum reserves rather than a search for 


new deposits and reserves. 
The Three-Year Exemption for New Mines 


Where the three-year exemption is an alternative to the write-off pro- 
visions, as it is in the case of a short-lived mine operated by a corporation 
without operating income, this exemption adds little to the profitability of 
amine. However, where it is applied in addition to the write-off it may add 
substantially to the profitability of a mine, especially where the write-off 
is obtained immediately against other income. Thus, it is relatively advan- 
tageous in the case of a short-term project that is associated with an existing 


mining organization. 
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As an incentive device the three-year exemption is more efficient than 
the depletion allowance. Its impact is related only to the early produc- 
tive period of a mine and not to its lifetime income, so that the primary 
influence of the three-year exemption is not on asset values in the entire 
industry but only on those mines that are in the development phase. Since 
it is more selective, it may be less costly for each unit of additional 
activity induced than the depletion allowance; but even so it involves large 
elements of waste. The exemption is applied to all new mines whether or not 
their development would have taken place in its absence. In terms of bene- 
fits, the additional production with which it can be credited is only from 
those properties which would otherwise have been expected to return less 


than the minimum acceptable profit. 


Here too the incentive provides the greatest benefit to those who need 
it least. During the period 1955 to 1964, five large mining companies re- 
ported about 70 per cent of the income exempted under the new mine provisions. 
These corporations had operating income against which exploration and de- 
velopment expenses could have been immediately offset, and they operate on 
such a large scale that they are quite capable of spreading their risks. 
There is no evidence of a capital market bias against their shares. Three 
of these companies claimed $117 million in tax-free income in 1964 alone—at 
a tax es loss of nearly $60 million. It is open to question whether 
this tax saving had a major impact on the investment expenditures made by 
these companies. Even if it did, it is most unlikely that the benefits 


obtained exceeded the lost tax revenue. 
THE PROPOSED TAX TREATMENT 


If we were recommending a tax system that accorded only such concessions 
to the mining or petroleum industry as are recommended for industry in 
general, the depletion allowances would obviously be eliminated as would 
the three-year exemption for new mines. All costs, including property costs, 


would be deductible at some time and at the following rates: 


be 


Exploration costs would be written off immediately. Depreciable 
property which was useful only in connection with one exploration 
project would be included in this classification. If there was in- 
sufficient income to absorb such costs currently, they would be carried 


over for deduction from income in a subsequent year. 


Development costs (excluding the cost of acquiring properties or 
property rights) would be amortized on the diminishing balance basis 
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Equipment, buildings and other facilities used in the development 
and production phases would be amortized on the diminishing balance 
basis at the same rate of 20 per cent, as tneir usefulness would be 
closely related to the life of a particular mine or well. A smelter 
or refinery should be permitted only the regular rates of capital 


cost allowance applicable to buildings and machinery generally. 


The 100 per cent capital cost allowance for small and new businesses 


would also apply to mining and petroleum. 


The cost of purchasing a mining or petroleum property would be amor- 
tized on a time or a production basis where the property had an 
ascertainable useful life or where the amount of reserves was deter- 
minable. On the other hand, if both the useful life and the quantity 
of reserves of the property were indefinite in duration and amount, 
the cost would be written off only to the extent that a loss in value 


could be shown to have occurred. 


The write-off of development costs and depreciable assets used in 
development and production would not be permitted until production 
commenced, consistent with the proposed general rule that, in the 
absence of a concession, capital cost allowance should not be claimed 


until the assets are put to use. 


i 


Ts Capital outlays which did not result in the acquisition of property 
would be deductible either directly or by way of capital cost allow- 


ance in the manner recommended in Chapter 22 for "nothings" generally. 


The Proposal 


It is our view that this method of determining business income snould 
not be immediately applied to income from mining and petroleum operations. 
While it represents the same tax treatment as would be applicable to other 
industries, its immediate adoption might well have major adverse effects. 
However, the present depletion allowance for both mining and petroleum and 
the three-year exemption for new mines appear to us to be not only more 
generous than is necessary to compensate for any risk factor but are, in 
addition, inappropriate and inefficient incentives. In our view, to the 
extent that there is to be a divergence from a neutral tax treatment, it 
would be better to permit an accelerated write-off of all costs, including 
the cost of properties, development costs and the cost of depreciable assets 
which are useful only for a particular exploration or development project 
or for production from a particular mine or oil or gas well (but not the 
cost of smelters and refineries). When combined with the deductibility of 
share losses and the more liberal treatment of business losses, such treat- 
ment should be quite adequate to offset any bias in the capital markets 
that might exist against the mining and petroleum industries. The operator 
of a mine or oil well would therefore pay little tax until he had recovered 
all of his costs. After that point, there is no reason why his income should 


not be * taxed in full. 


However, it must be emphasized that a tax treatment incorporating these 
special write-offs would be considerably more liberal than the treatment 
recommended for industry generally and need not be extended indefinitely to 
all mining and petroleum companies. We will therefore propose the gradual 
restriction of some of these write-offs to rates of capital cost allowance 


that would be closer to those provided for industry- 
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We have agreed that there may be some capital market bias egainst 
small end medium-sized mining and petroleum companies, elthough smaller 
companies in these industries probably do not face financing problems signi- 
ficantly more difficult than those encountered by manufacturing concerns of 
the same size. On the other hend, we were unable to find any evidence that 
the larger companies in these industries were subject to any capital market 
bies. Therefore, to achieve inter-industry neutrality, any special write- 
offs for the extractive industries should, in the long run, be limited in 
amount. They should also be restricted to the smaller companies. We con- 
sidered whether the provision. already outlined in Chapter ee for new and 
small businesses would be satisfactory in this regard. The allowance of 
100 per cent capital cost allowance is quite sufficient as a concession, 
but there remains the question of what size of operation should qualify for 
this treatment. The limits suggested in Chapter 22 refer to assets (net of 
capital cost allowance) of under $1 million and to annual gross revenues of 
less than $10 million. Of these two limits, the one applying to assets would 
be more significant for the mining and petroleum industries. Thus, although 
the new and smsll business vrevision would be of assistance to a new mining 
or petroleum company, it would not assist a medium-sized company that had 
accumulated assets in excess of the stipulated limit. We therefore examined 
alternatives that would have some effect on medium-sized companies, as well — 
as on smaller companies which had used up the $250, 000 of accelerated capital 
cost allowance permitted under the new and smail business provision. We 
rejected an expansion of the limits on the size of assets or revenues that 
would be applicable only to mining end petroleum companies, es this would 
increase the administrative difficulties to which the new and small busi- 
ness provision would give rise. At some future date such a special provision 
might be a useful means of extending accelerated capital cost allowances 


to more mining and petroleum companies. 


We believe that another proposal we make later in this chapter for a 


special write-off for shareholders who acquire newly issued shares of mining 
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or petroleum companies would be of greater direct benefit to these com- 
panies. This letter provision would not be restricted to companies of any 
particular size, but we would expect that it would primarily be utilized 
by small and medium-sized companies undertaking an exploration or develop- 


ment programme. 


Our specific proposals, which we discuss in more detail in the follow- 


ing pages, are these: 


r? The present depletion allowance for the mining and petroleum industries 


and the three-year exemption for new mines should be withdrawn. 


ae Exploration costs (including the cost of depreciable assets that can 
be used only in connection with a specific exploration project) should 
be included in a separate capital cost allowance class with a rate of 


write-off of 100 per cent. 


a Development costs (including the cost of depreciable assets which can 
be used only for production from a particular mine or oil or gas well) 
should be included in the same capital cost allowance class with ex- 
ploration expenses during a transitional period of five to ten years. 
Thereafter they should be segregated in a separate capital cost allow- 
ance class and subject to write-off at a rate of 20 per cent to 40 per 


cent on a diminishing balance basis. 


4. The cost of mining and petroleum properties should be capitalized in a 
separate capital cost allowance class for each property. The costs 
should then be amortized by the write-off of amounts related to the 
operating revenues derived from the same property. The capital cost 
allowance rate should be substantial (say, up to 50° per cent) in the 
transitional period, but thereafter should be set at 10 per cent to 20 
per cent of the operating revenue from the property. In addition, if 
the property is disposed of, abandoned or becomes valueless, the un- 


amortized balance should be written off. 
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rr Losses in the mining end petroleum industries (whether they result 
from the write-offs referred to above or otherwise) should be avail- 
able in the same way as other business losses for carry-back two years 
and forwerd indefinitely. They should also be subject to the rules we 
have proposed to restrict the transferability of losses, but Canadian 


resident shareholders would be entitled to deduct losses on shares. 


ON 


° All profits made on the disposition of mining and petroleum properties 
should be included in income, in accordance with the comprehensive tax 
base. The full gain should be included in income, even if some portion 
of thet gain accrued prior to the effective date of the legislation 
implementing our proposels. However, where shares are Bab of by 
persons who are not in the business of dealing in securities, only the 
profit accruing after the dete of the legislation would be included in 
income. 

Three-Year Exemption and the 

Depletion Allowance 

Our reasons for recommending the withdrawal of these concessions will 
be apparent from the discussion earlier in this chapter. We have concluded 
that they are more liberal than is justified by any disadvantage of the 
petroleum and mining industries in obtaining capital and, furthermore, are 
inappropriate and inefficient incentives. Our recommendation for withdrawal 
extends to all the depletion allowances—for operators, non-cperators and 


shareholders. 


As we have said, we recognize that the withdrawal of these depletion 
allowances and the three-year exemption and the simultaneous imposition of 
a restriction on write-offs to regular capital cost allowance and amortization 
procedures could result in a serious impact on the larger integrated companies 
in the mining and petroleum industries. While most of the benefit of these 
concessions (particularly of depletion) accrues to the larger and better 


financed companies, nevertheless the smaller companies plan their affairs 
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in anticipation of being in a position to benefit from the concessions, and 
certainly the three-year exemption has benefited some smaller mining com- 
panies. Therefore, while we recommend the immediate withdrawal of percentage 
depletion, we suggest that provision be made for transitional periods for 
both the withdrawal of some of the more liberal write-off provisions and the 
withdrawal of the three-year exemption for new mines. We recommend thet the 
exemption continue to apply to new mines brought into production during a 
five-year period, but that for this period the amount of exempt income for 


any one mine should be limited to $1 million. 


We will also propose a further measure that will reduce the impact of 
the withdrawal of percentage depletion by permitting the deduction, over a 
transitional period, of a portion of those property costs that were not de- 
ductible in previous years. This deduction is discussed in greater detail 


later in relation to the treatment of property costs. 


Withdrawal of percentage depletion and the three-year exemption would 
be major changes in the tax structure end would greatly increase the future 
tax liabilities of the few large integrated mining and' petroleum corporations. 
It would undoubtedly make capital formation by these corporations less at- 
tractive than it has been in the past. However, it would be a mistake to 
over-emphasize the magnitude of the negative effects. The rate of capital 
formation by some of the largest companies probably would not be greatly 
affected because they enjoy a substantial degree of market power and only 
increase capacity to meet increasing demand or to maintain a share of the 


market. 


The after-tax rate of return to many Canadian shareholders on invest- 
ments made by many of the smaller companies that have relatively little 
operating income would be materially improved. (See Tables 23-3 and 23-6.) 
However, the benefit to Canadian shareholders of our proposal for the inte- 
gration of corporation and personal income taxes would in many cases be 


offset by the full taxation of share gains. 
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If percentage depletion is regarded as compensation for the present 
limitation on the deduction of costs, the justification for such depletion 
would disappear under the proposed tax system. If percentage depletion and 
the three-year exemption for new mines are looked upon as compensation for 
the bias against risk taking in the present system because of the restricted 
treatment of losses, adoption of the proposed reforms would eliminate the 
need for such compensation. If the bias in the capital market against risk 
taking or the indirect economic and social benefits cf mineral and petroleum 
extraction are thought to warrant an incentive for mining and petroleum, then 
our recommendations embody such an incentive. Because the recommended treat- 
ment satisfies all of these requirements, we have no hesitation in recommend- 


ing the abolition of percentage depletion and the three-year mining exemption. 


Exploration Costs 


We propose that the costs of exploration, including the cost of depre- 
ciable property which can be used only in connection with a specific explora- 
tion project, should be included in a new capital cost allowance class which 
could be written off at the rate of 100 per cent. If the amount claimed in 
any year exceeded tne income of the taxpayer, the deduction would result in 
a loss which, under our general proposals, would be available for carry-back 
two years or forward indefinitely against income. If the taxpayer was a 
member of a group of companies which filed consolidated returns, the loss 
could be offset against the income of other companies in the group in accord- 


ance with our recommendation. 


The immediate write-off of exploration costs is a concession that is 
similar to the proposed write-off of all costs of research and product 
development for industry generally, and is an incentive that can be sup- 


ported on general economic grounds. 
Development Costs 


We recommend that initially development costs, including the cost of 


depreciable assets which can be used only for production from a particular 
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mine or a particular oil or gas well, should be treated in the same way as 
exploration costs and should be included in the same capital cost allowance 
class—although we have indicated thet such development costs should in 
principle be deductible only over a period cf years. We recommend that 
after a reasonable transitiona] period of, say, five to ten years, these 
development costs should be segregated in a separate capital cost allowance 
class and should be subject to write-off at a rate of, say, 20 per cent to 
40 per cent on a diminishing balance besis. When this separation between 
exploration and development costs becomes effective, tne regulations should 
specify what items are to be included in the development cost class and 
which in the exploration cost class. Any other expenditures not included 


in these classes should be deducted currently. 


In the transitional period a 100 per cent rate of capital cost allow- 
ance would be applicable for both exploration and development costs so that 
there would be no need to distinguish immediately between such costs, which 
could be grouped into a single new capital cost allowance class that would 
be subject to a rate of 100 per cent. Unclaimed costs of exploration and 
development as at the effective date of the new legislation should also be 
included in this new capital cost allowance class. In the event of a re- 
organization under which all the underlying properties of a corporation were 
transferred, the undepreciated balance would likewise be transferred and the 
present limitations on the sale of unamortized costs should no longer epply. 
On the other hand, the taxation of property gains would mean that any gain 


on disposition would be taxable. 


The above treatment should not apply to depreciable essets used in 
smelting and refining. These should continue to be subject to capital cost 


allowance at the regular rates for buildings and equipment. 


Property Costs 


Mining and petroleum properties are wasting assets which often have an 


indeterminate life. To be consistent with our recommendations for industry 
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generally, the costs of finding and maintaining mineral and petroleum 
reserves should be allowed as a deduction when incurred, while the cost 

of purchasing a property should be amortized over the life of the property 
if this is determinable or, if it is not determinable, the cost should only 
be deducted when a loss in value can be shown to have taken place. In the 
case of mining and petroleum properties it should usually be easy to demon- 
strate such a loss, for when a property proves unproductive or is closed 


down a loss in value would be established. 


Because of the difficulties in estimating the amount of mineral and 
petroleum reserves with any degree of accuracy, it would not be feasible 
for tax purposes to attempt to match all of the costs of the property 
against the revenue produced. Rather, the exploration costs should be im- 
mediately deductible and the development costs should be amortized at an 
arbitrary rate, a procedure which would generally result in a faster write- 
off of costs than would otherwise be the case. In addition, the proposed 
rapid write-off provisions should also apply to the costs of acquiring pro- 
perty rights, even if subsequent exploration and development work was suc- 


cessful. 


Accelerated write-offs assist the taxpayer to conserve internal sources 
of funds by deferring his tax liabilities, and therefore reduce the need for 
outside capital. However, in the case of the purchase cost of mining and 
petroleum properties an unlimited write-off, even for a transitional period, 
could have undesirable consequences. Not only would such a write-off be un- 
duly liberal for the larger concerns, but it could well become a tax incen- 
tive to the larger companies to take over the smaller operations. If com- 
panies that were in a taxable position could immediately write off the full 
costs of acquiring a developed property, they would have a substantial ad- 
vantage in the market for properties as compared to companies that were not 
yet taxable. Such an incentive would be particularly attractive to non- 
resident-owned companies, as integration would not apply to reduce the 


relative value of the immediate write-off. 
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In Chapter 22 we discuss a problem of a similer nature that is appli- 
cable to business in general. Although purchased goodwill and trade marks 
are intangible assets, while mining and petroleum properties are tangible 
assets, the problem of matching the revenue and releted expenses is similar 
where the useful life and the quantity of reserves are indefinite in dura- 
tion and amount. In principle,all the costs of developing or acquiring 
these items should be capitalized and then amortized so as to be matched 
with the revenue produced from the exploitation of the property. It is 
often difficult, if not impossible, to ascertain the useful life of each 
asset, for this depends upon the revenues that can be derived from it. The 
level of such revenues will be affected by many factors, usually beyond the 
control of the taxpayer. In Chapter 22 we recommend that all the costs 
of developing and maintaining such assets as goodwill and trade marks 
should be deductible in the year incurred, despite the fact that such 
costs should in principle be capitalized and amortized, but that the cost 
of purchased goodwill or trade marks should only be deducted when it could 


be demonstrated that e loss had occurred. 


We will recommend a procedure for the mining and petroleum industries 
that will allow them to continue to receive more liberal treatment than 


other industries. Our proposals are as follows: 


i Be Sap hd ead a qualifying under the new and small business provision 
the cost of mining and petroleum properties should be treated in the 
seme way as is recommended for exploration and development costs, 
that is, allowed as a deduction when incurred up to a maximum of 


$250,000. 


ye For other taxpayers the purchase cost of mining and petroleum pro- 
perties should be capitalized in a separate capital cost allowance 
class for each property. The cust should then be amortized by the 
write-off of amounts related to the operating revenues derived from 


the same property. While in the transitional period the proportion 
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might be up to 50 per cent, after a period of five to ten years it 
should be set at, say, 10 per cent to 20 per cent of the operating 
revenue from the property. A provision of this nature should not be 
difficult to administer as it should be possible to develop adminis- 
tratively feasible regulations defining what property costs were to 


be capitalized and how operating revenues were to be determined. 


Any unamortized balance of the property cost should, of course, be 
allowed on the disposal or abandonment of the property or when it could be 


demonstrated that the property was valueless. 


As a transitional measure, it perhaps should also be provided that the 
restriction on the write-off of property costs should not immediately apply 
to purchases of property rights from a government. The petroleum industry 
has had the right to an immediate write-off of the cost of such property 
rights since 1962 and to defer the deduction of these costs, while siml- 
taneously withdrawing depletion, might be too great an adjustment for the 
larger integrated companies to make at one time. However, after, say, five 
years the limitations outlined above should be extended to all purchased 


properties. 


Deduction of the costs of mining and petroleum property rights should 
differ in one respect from the usual procedures applicable to other costs 
included in capital cost allowance classes. A taxpayer acquiring a mining 
or petroleum property directly would capitalize the full costs, which would 
be amortized or written off as described above. A taxpayer acquiring a 
company that held such properties should not be permitted to adjust upward 
to market value the depreciable capital cost of the properties, as we have 
suggested he could do with other depreciable assets of the purchased com- 
pany. Rather, the company should continue to claim capital cost allowance 
on the same basis as before the change in control and the excess of the 
purchase price of the shares over the Se | we capital cost of the 
mining or petroleum property, if any, should in effect be regarded as good- 


will. This procedure would create a bias between the purchase of shares and 
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the purchase of assets, but nevertheless would be necessary because of the 
difficulty of differentiating between the value of the properties end other 


intangibles such as goodwill. 
Property Gains 


We have recommended that property gains should be taxed in full (e 
procedure that is already applicable to petroleum properties), and that 
gains accrued prior to the date of implementation of our proposals should 
be excluded from income. However, in the case of mining and petroleum 


firms, we do not recommend that this exclusion should apply. 


Our rejection of an exemption for gains unrealized at the transition 
date is dictated partly by tax avoidance considerations and partly by practi- 
cal considerations. Experience et the time of the change in treatment of 
petroleum rights in 1962 indicated that, if petroleum properties could be 
sold tax free while the cost to the purchaser could be written off, many 
sales would probably take plece for tax reasons and there would be an un- 
acceptable loss in tax revenues. As a practical matter, it would be extremely 
difficult, if not impossible, to value many mineral properties. The alloca- 
tion procedure suggested in Chapter 15 would be inappropriate because of the 
extreme fluctuations in the value of these properties over time, end because 
of the inhibiting effect that such a procedure would have on mobility. We 


discuss these difficulties later in this chepter. 


In any event, the hardship which would result from the deniel of the 
exemption is limited. For one thing, the general exclusion of gains accrued 
prior to the transition date should not apply to those taxpayers whose busi- 
ness included the realization of such gains. Also, all gains realized on 
the disposition of petroleum properties are already subject to tax. More 
important, the shareholders of a company holding property rights would not 
be subject to tax on the accrued property gains to the extent that such gains 


were reflected in the value of their shares at the transition date. Thus, 
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what would appear to be harsh treatment at the corporate level would be fully 
compensated for at the shareholder level as far as resident shareholders 

were concerned. Furthermore, in the case of prospectors, we recommend that 
some recognition should be given to the fact that their property gains are 
now tax free. In view of the difficulties in valuing mineral properties, 

the transitional provision for prospectors should provide for the taxation 


of such gains in stages. 


We have recommended that all property gains should be taxed in full 
when realized. Thus, the disposal of any mining or petroleum property would 
be a taxable transaction; and the amount that would be amortizable to the 
purchaser would be an amount equal to the proceeds of disposition included 
in the income of the vendor. The taxation of the vendor's gains should pro- 
duce much of the revenue to offset the write-off claimed by the purchaser. 
However, if the vendor was a non-resident while the purchaser was a resident, 
the liability to Canadian tax is not assured. We have expressed our belief 
that all gains realized on the disposition of Canadian property are a reason- 
able subject of Canadian tax. We have also stated that at the present time 
it is administratively impracticable or, in some cases, impossible to collect 
a tax on many such property gains—the prime example being the gains of non- 
residents on dealings in Canadian securities. On the other hand, we have 
recommended that gains and losses on the disposition of real property by non- 
residents should be included in income. Not only do we believe it is possible 
to administer such a provision, but also it is necessary to levy tax in 
these circumstances to avoid putting the Canadian holder of real property at 
a competitive disadvantage. These same considerations apply to mineral and 
petroleum rights and we therefore recommend that they be treated in the same 
manner as other interests in real se a | Thus, the ownership in Canada of 
real property, or of an interest in real property, should be deemed to be a 
permanent establishment in Canada, with the result that any gain or loss on 
the disposition of such property or property interest would be taken into 


account in computing Canadian source business income. 


345 


Deduction for Shereholders 


In order to ensure that the benefits of the proposed rapid write-offs 
accrue to the small and medium-sized companies as well as to the integrated 
operations, we recommend thet an option be available to mining and petroleum 
companies to pass on to the purchasers of new shares the right to the im- 
meciate deduction of exploration and development costs. This transfer would 
be eccomplished by permitting the purchasers of the newly issued shares to 
write down the cost basis of such new shares to the extent that the proceeds 
of the issue were to be spent on exploration and development. This reduction 
in the cost basis, which would produce a "lcss" that could be deducted from 
other income, would be allowed et the time of the investment even though the 
costs would not then heve been incurred by the mining or petroleum company. 
When the company did incur the costs they would not, of course, be available 
as e deduction to the company and as a result corporation income tax would 
become payable at an earlier date. The tax authorities should establish 
certain controls to ensure that the company did in fact expend the funds on 
exploration and development. For example, a trust account might be required 
and a special tax might be imposed on any part of the designated funds that 
had not been spent on exploration and development within the period speci- 
fied. It is not intended that costs of financing or administration would 
be Dg iaided in this special write-off, but only the direct costs of explora- 
tion and development. This provision should be applicable to new share 
issues only, and not to outstanding shares. It should greatly facilitate 
the raising cof risk capital by independent exploration companies end put 
them cn essentially the same basis es the larger integrated corporations. 
Also, it should help to equalize the positions of the large and small com- 
panies as regards their ability to utilize the liberal write-off provisions 


thet we heve proposed. 


Teken together, these proposals would virtually preclude the possibility 


of incomplete loss-offsets for expenditures in mining and petroleum exploration 
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and development. The large successful companies would deduct their costs 
of unsuccessful ventures from other business income. The newly issued 
shares of corporations that did not have operating income would, if the 
corporation made the election outlined above, immediately be eligible for 

a write-down to the extent of exploration and development expenses. The 
shareholders could immediately offset these expenditures against other in- 
come. The shares of corporations with inadequate operating income that for 
some reason did not follow the immediate write-down procedure would decline 
in price if the market judged the venture to be unsuccessful. The share- 
holder could then write down the value of his shares to market value. With 
all of these methods available for deducting losses from other income, we 
are satisfied that the tax system would not be biased against risk taking in 


the mining and petroleum industries. 
Undeducted Property Costs 


Although we have proposed some measures to reduce the impact of with- 
drawing percentage depletion, we believe that an additional transitional 
provision is required. As depletion was at least in part intended to com- 
pensate for non-deductible costs, and as substantial costs have been incurred 
in the expectation that any income would be eligible for a depletion allow- 
ance, some recognition should be given to costs that have not yet been 
absorbed. Therefore, we recommend that mining and petroleum operations 
that are now eligible to claim depletion should be able to deduct (over, 
say, a three- or five-year period) all costs of exploration and development 
which were not deductible in the past, including the cost of mining and 
petroleum properties, leases and licences, to the extent that such costs 
exceeded the amount of depletion rena This provision should only apply 
to costs incurred in Canada and depletion claimed over a certain number of 
years. As the deductibility of exploration and development costs was con- 
siderably expanded in 1948, this might bevan appropriate year from which to 
begin the determination. The computation should be applied to associated 


companies on a consolidated basis. 
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The unclaimed costs of properties for petroleum companies are pro- 
bably between $500 million and $750 million 26/. These companies claimed 
depletion between 1947 and 1964 of over $350 million, so that a provision 
of this nature would probably result in an amount of about $400 million 
becoming deductible by petroleum companies. The amounts of unclaimed costs 
would not be as large for mining companies, which have claimed depletion 
over this period in excess of $1,000 million. Thus, most of the benefit 
of such e write-off would accrue to those mining companies that had claimed 


little or no depletion. 
Prospector and Grubstaker Exemption 


There remains no justification for exempting the profits of prospectors 
and grubstakers from full rates of personal income tax. With the full de- 
ductibility of costs, with the averaging provisions recommended elsewhere 
in the Report, and with the provisions suggested later in this chapter to 
ameliorate any liquidity problems that would arise when property rights were 
exchanged for a non-cash consideration, the exemption can be withdrawn with- 
out hardship. However, the withdrawal should perhaps be implemented in 
stages over a transitional period, because we recommend that any properties 
held at the transition date by an individual prospector should be valued at 


his cost so as to obviate the problem of determining a market value. 
Shareholder Depletion 


With the full deduction of all costs, it would not be necessary to 
provide shareholders with an allowance for the depletion of their "capital". 
Accordingly, the provision for shareholder depletion should be repealed. 
Special Aspects of the 
Proposed Tax Treatment 

We now turn to certain special aspects of mineral and petroleum opera- 


tions: the treatment of costs of exploration outside Canada, payments to the 


provinces for petroleum rights and mining taxes, the purchase and sale of 
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mining and petroleum rights and properties, and the application of the pro- 


posed incentives to particular types of taxpayers. 


Exploration Outside Canada. Under the present legislation, the costs of 
exploring for minerals and petroleum outside Canada are generally not de- 
ductible. This disallowance was probably adopted in the past to encourage 
the development of Canadian resources and to obviate any tax avoidance 
opportunities which their deduction might have created. Such an oppor- 
tunity might have arisen, for example, in circumstances where a taxpayer 
resident in Canada deducted the costs of foreign exploration and then, in 
order to escape Canadian tax on any resulting profits, transferred the 


income-producing property to a company in a low tax durisdiction. 


The allowance of these costs is a desirable step if the measurement 
of income from mineral and petroleum extraction is to be improved, and we 
therefore recommend that these expenses be made deductible. It may be 
necessary to enact provisions which would require a resident company which 
transfers a property to a non-resident to include in its income at least 
the fair market value of the property transferred. H-ving regard to the 
provisions we recommend for deemed dispositions and the taxation of income 
from direct investment abroad, we are of the opinion that the problem of 


avoidance should not be a serious barrier to the allowance of these costs. 


Payments to the Provinces. A continuing problem over the years has been 

the determination of what is a reasonable allowance under federal taxation 
for the various levies on natural resources imposed by the provinces. Where 
a province has retained proprietary rights in natural resources under the 
British North America Act, it may levy a charge in compensetion for relin- 
quishing those rights. In effect, it may sell its natural resources at a 
reasonable price. Any province may also exercise its constitutional powers 
to impose a direct tax on the exploitation of any natural resource, whether 
or not the province retains a proprietary interest in the resource. Such a 


direct tax may be imposed in addition to the natural resource charge, because 
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the legislative powers of the provinces in respect of property and taxation 


are not mutually exclusive. 


Normally, the proprietary cost is recognized through a charge based on 
the quantity and quality of the resource depleted; typical examples are the 
stumpage charges in the forestry industry end the royalty charges for petro- 
leum. These are normally recognized without question by the federal authori- 


ties es being allowable expenses of the taxpayer. 


The provinces, particularly Alberta, have obtained substantial revenues 
from their oil resources by charging operators, by way of initial payments 


and annual charges and royalties, for rights to take oaeeT). 


Royalties have elways been allowable as a deduction in computing income 
for tax purposes, but payments for rights to take the oil were deductible 
only to a limited extent prior to 1962. When the cost of these rights became 
fully deductible in 1962, oil producers could afford to pay higher prices for 
the rights; consequently, a major effect of the change was to increase the 
prices of such rights and thereby transfer from the federal to the provincial 


treasury some of the government revenues from oil resources. 


The provinces have had little difficulty in exercising their 

right to revenue from petroleum, probably because of such inherent charac- 
a its homogeneous nature and the fact that the market value is 
relatively easy to establish. Because petroleum has an established value at 
the well-head, it would be somewhat easier than in the mining industry to 
determine the income from the actual extraction of petroleum and to levy a 
tax thereon. The provinces, however, have not thought it desirable to 
apply to the petroleum industry an income tax comparable to the mining tax, 


but rely on a royalty based on barrels of production. 


Orisinally, the provinces derived revenue from mining by levying 
a flat charge per ton of ore removed. Most provinces now obtain their 


main revenues from mining through a tax on mining income—although the 
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provincial revenues from mining are much less than one half of those derived 
‘from petroleum. While simple in theory, the determination of the meaning 

of mining income for tax purposes has given rise to certain complications. 
Elaborate definitions have been devised to formulate a method of determining 
such income, the general purpose being to establish a concept of income earned 
in extracting the ore and raising it to the surface. In some cases this is 
done by direct computation; in others by a calculation to eliminate from the 
total profits of the operation the profit made on milling and processing. 

The federal government has its own definition governing the sort of tax it 
will recognize as being deductible and, while most of the provinces adhere 
fairly closely to this definition in levying their charges, there are some 
troublesome differences in the treatment of certain factors in the computa- 
tion. The most serious differences arise in the case of the Quebec tax which 


is levied on a broader base than is contemplated in the federal definition. 


Whether the provincial governments derive revenues from natural re- 
sources through lease payments, royalties, or a tax on income, the charges 
are nevertheless a cost of acquiring a supply of the mineral or petroleum 
concerned. Therefore, such charges, regardless of their form, should be 
deductible in full in the computation of income in the same way as any other 
cost of doing business. However, as they are a cost of earning income, they 


should not be eligible for any form of tax credit. 


Purchase and Sale of Mineral and Petroleum Rights and Properties. A mining 


or petroleum property may pass through many hands before being developed. In 
the case of mining property, a typical chain of events for a discovery not made 
by a major mining company is that a prospector first stakes a property and, 
having done some work on it, enters into an agreement with an exploration 
company under which the company, in consideration for an interest in the 
property, undertakes to investigate the pruperty. If the investigation 
warrants it, the exploration company does some development work on the pro- 


perty and interests a major mining company in financing it to a producing 
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state. At this stage a new company is formed in which the prospector, the 
exploration company and the mining company each have an interest, Usually, 
throughout this chain of events, little or no cash changes hands between the 
parties and frequently no price is stipulated when the property passes from 
one owner to another. Each party takes or retains an interest in the property 
either in the form of rights to participate in net income from sr pt be 


or shares in a company controlling the property. 


Transactions also occur in mining properties that have been fully 
developed or are in production, but these are not nearly as common as 


transactions in proven or producing oil properties. 


In general, the proceeds from the sale of mining properties by prospec- 
tors or grubstakers would probably be considered taxable, but specific 
exemption is at present provided in section 83(2) of the Income Tax Act. 
Mining properties that have been developed or are in production are normally 
considered capital assets, and any proceeds from their sale are non-taxable 
except to the extent of recaptured depreciation unless the vendor is found to 
be dealing in mining properties. There is no recapture of exploration and 
development costs that have been claimed and are subsequently recovered 
upon sale of the mining property. Circumstances in which pre-production 


expenditures can be transferred between taxpayers are referred to below. 


Thus, while the present system ignores purchases and sales of mining 
properties, the actual costs of exploration for and development of mining 
properties are generally recognized, either as deductions against other 
income of the taxpayer incurring the costs or, under certain conditions which 
will be discussed in more detail below, by transfer to other taxpayers. 

The important exceptions to this general statement are prospectors and grub- 
stakers and the exploration companies and mining companies that themselves 
have insufficient income to absorb such costs and are unable to enter into 


transactions that would enable the costs to be transferred to other taxpayers. 


De 


The present system is inequitable and contrasts sharply with our 
recommended basis for determining business income, Certain anomalies and 
loopholes have incidentally been created. In this connection, we have al- 
ready proposed that all the costs of acquisition and development of mining 
rights should be allowable, and it would follow that any proceeds attributable 


to these activities should be included in income. 


The main difficulty in introducing a system under which the purchase 
and sale of mining properties would be taxable transactions lies in placing 
a value on the consideration, most of which would usually be in the form 


of shares. There are several alternative methods of valuation; 


i Fair market value might be adopted as the measure of the consideration, 
In some cases information would be available as to the value of the 
shares, but often there would be no adequate indication of value for 
several years, It does not seem practicable to wait a number of years 


to establish the value, 


2. Only the cash consideration might be recognized for tax purposes. 
This would make for greater certainty, but would be inequitable when 
so little of the consideration would usually be paid in the form of 


cash, It would also invite artificial avoidance procedures. 


an Only the costs related to the property that were not yet claimed by 
the vendor might be regarded as consideration for tax purposes. This 
treatment would give recognition to the fact that many transactions 
in mining properties are steps in a continuous chain of events result- 
ing in the emergence of operating income. It would not serve equity, how- 


ever, where the fair market value was considerably in excess of the cost. 


Despite the practical difficulties involved, we recommend, with the 
exception noted below, that the purchase and sale of mining properties be 
treated as taxable transactions. It follows that the present exemption of 


amounts realized by prospectors and grubstakers from the sale of mining 
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properties should be discontinued and that any costs which they have in- 
curred should be ellowed. The general basis of valuing transactions in 
mining properties should be fair market value, although in certain circum- 
stances the use of the unclaimed costs of the vendor would be acceptable. 
Where a mining property was exchanged for shares in a new company.that were 
not publicly traded or for shares that were publicly treded but represented 
an interest in a company of more than 25 per cent, we recommend that the 
vendor of the property should be permitted to adopt as the cost basis of 
the shares an amount equal to his unclaimed costs. This would mean that no 
profit would be recognized for tax purposes at the time of transfer. Under 
our proposed treatment of losses, any decline in the value of the property 
or shares could be taken into account whenever such loss could be established. 
In Chapter 15 it is also recommended that a disposition of the shares re- 
ceived in exchange for property should be deemed to take place when the 
shares satisfy two conditions: they represent an interest in the company 


of 25 per cent or less, and are publicly traded. 


We have already noted that in 1962 fundamental changes were enacted in 
the tax laws applicable to the petroleum industry. The cost of oil rights 
and properties became a deductible expenditure, and the proceeds from dis- 
posel of all petroleum properties, regardless of their date of acquisition, 
became taxable. However, the costs of properties acquired prior to the 
effective date were not deductible. Representations have been made to us 
concerning this anomalous result, and accordingly further comment is 


appropriate. 


Originally, it was proposed that the proceeds from the sale of any 
property acquired prior to April 11, 1952, would not be taxable, a procedure 
that would have followed the more or less traditional approach of avoiding 
retroactive taxation of amounts that were previously exempt. However, since 
the cost of any property acquired after that dete was to be immediately 


deductible, there arose the possibility that taxpayers would exchange 
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properties at high prices to their mutual tax advantage, creeting capital 
gains for the vendors and deductible costs for the purchasers. Because of 
the way in which oil fields are shared by companies, it soon became evident 
that this potential avoidance technique was an actual one. Accordingly, 
when the changes were finelly enacted it wes provided that the proceeds of 
the disposal of all oil properties not acquired by inheritance would be 
included in income unless they were acquired before April 11, 1962, and 


disposed of before November 9, 1962. 28/ 


Actually, the taxation of proceeds from the disposition of properties 
acquired prior to April 11, 19652, has probably had a limited retroactive 
effect as the purchaser, now that the cost of acquisition is deductible at 
some time, can afford to pay a much higher price and thereby leeve the vendor 
in almost the same net position as before. It has also been contended that 
the impact of tax on the profit from dispositions of oil properties hes 
been such as to discourage transactions from actuelly taking place. How- 
ever, the size of the tax impact is a reflection of the fact that a property 
may be carried at a much lower tax value than its real value. When a tax- 
payer actually realizes this difference, the government must collect the 
full tax at that time. It is the consequence of taxing income on a realized 


basis and allowing accelerated write-off of costs. 


The denial of a deduction for the cost of properties acquired prior 
to April 11, 1962, is of more concern. However, as part of our recommended 
transitional provisions we have suggested that the excess of these unclaimed 
costs over depletion claimed should become deductible, and therefore in 


effect all costs would be deducted in one manner or another. 


Application of Mining and Petroleum Provisions to Particular Types of Taxpayers. 


Under the present legislation considerable complexity is caused by the fact that 
provisions for the taxation of mining and petroleum income apply.to different 
taxpayers in different ways, primarily according to the principal business 


conducted by the taxpayer, but also according to whether the taxpayer is an 
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individual or a corporation. Many of the provisions presumably were intend- 
ed as incentives available only to persons in mining and petroleum. This 
policy does not generally appear to be valid. It is therefore recommended 
that the limitations on the availability of the special provisions be re- 
moved. An incidental end important effect of this change should be to 
encourage wider participation by Canadians in the mining and petroleum 
industries. 
Proposed Tax Treatment of the Mining 
and Petroleum Industries Compared with 
the Proposed Tax Treatment of Other 
Industries 

The effects of our proposals on the mining and petroleum industries, 
relative to the present treatment of these industries and relative to the 
proposed treatment of other industries, can be shown in tabular form. 
Table 24-1 deals with the treatment of costs; Table 23-2 deals with the 


treatment of losses. 


The outstanding features of the recommended changes in the treatment 


of costs can be briefly stated: 


ae All costs would be deductible et some time for all industries. 


oe The mining and petroleum industries would be allowed an immediate 
write-off of all exploration costs and initially of all development 
costs, with the exception of depreciable assets used in smelting and 
refining (although the new and small business provision applicable 


to all industries would also apply to mining and petroleum). 


De The purchase cost of mining and petroleum properties and property 
rights could be amortized, initially at a rapid rate and later at a 
more moderate rate. The cost of abandoned or valueless properties 
could, of course, be written off when the loss in value was shown 


to have occurred. 
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TABLE 23-1 


COMPARISON OF PRESENT AND PROPOSED TREATMENT OF COSTS FOR MINING 


Type of Cost 
Industry Mining and 
Generally Petroleum 
Research and Prospecting 
product and 
development exploration 
Inventory Development 


Patents copy- 
rights and 
goodwill 


Depreciable 
assets 


Notes: 


costs (including 
forward develop- 
ment ) 


Property rights 


Depreciable assets: 
a) used in pros- 


pecting, ex- 
ploration, 


extraction and 


reduction 


Present Treatment 


Industry 


Generally 


Current and capital 

costs for scientific 
research— immediate 

write-off a/ 


Other current costs 
immediate write-off 


Other capital costs— 
no write-off unless 
under capital cost 
allowance provisions 


Charged against income 
when goods sold or on 
a loss in value 


Fixed life--amortized 
over life 
Other—-not deductible 


Immediate write-off 
for assets used in 
scientific research— 
otherwise cenital 
cost allowance 

rates 


b) used in smelting 


and refining 


c) unclaimed capi- 


tal costs on 


effective date 


Mining and 
Petroleum 


Immediate 
write-off 


Generally 
immediate 
write-off 


Petroleum~ 
immediate 
write-off 
Mining—not 
deductible b/ 


Capital cost 
allowance rates 


a/ Until the end of the 1966 year an additional 50 per cent is also deductible. 


b/ Depletion is sometimes regarded as a roughly equivalent deduction. 


AND PETROLEUM WITH COMPARABLE COSTS OF OTHER INDUSTRIES 


Proposed Treatment 


industry 
Generally 


Immediate 
write-off 


Charged against 
income when 
goods sold or on 
a loss in value 


Fixed life 

amortized over 

life 

Other— deductible 
when lost or reduced 
in value 


Imnediate write- 

off for assets 

used in scientific 
research. On 

other assets capital 
cost allowance rates 
unchanged except for 
small and new 
businesses 


Mining and 
Petroleum 


Immediate 
write-off 
including 
special write- 
off for holders 
of newly issued 
shares 


Immediate write- 

off during initial 
period—capital 

cost allowance at 

20 per cent to 30 

per cent thereafter, 
also special write-off 
for holders of newly 
issued shares 


Amortized as a 
percentage of 
revenues from the 
property or written- 
off on a proven loss 
in value 


a) Immediate write- 
off 

b) Unchanged except 
for small°and new 


businesses 


c) Unchanged 


Type of 


Loss 
BOER 


Business 
losses 


Losses on 
shares 


Note: 


df 


TABLE 23-2 


COMPARISON OF PRESENT AND PROPOSED TREATMENT OF LOSSES 


Principal Features 
of Treatment 


Carry-back 


Carry-forward 


Deductible from 
other kinds of 
income 


Transferability 


Carry-back 
Carry-forward 
Deductible from other 
kinds of income 


Write-down to market 
without realization 


Present Treatment 


Industry Mining and 
Generally Petroleun 


1 year 
Same as 


industry 


5 years | 
) 

All income in year ) cenerally 
) 
) 


of loss—business 
income in other years 


Restricted 


Not deductible 


) Not deductible ) Not deductible 
) 


a/ Except for limitations to preclude deduction of personal expenditures. 


Not deductible 


FOR MINING AND PETROLEUM WITH OTHER INDUSTRIES 


Proposed Treatment 


Industry Mining and 
Generally Petroleun 
2 years ) 
) 
No limit ) Same as 
) industry 
No limit a/ ) generally 
) 
) 
) 
Restricted but this ) 
is largely irrelevant ) 
because losses on ) 
shares deductible ) 
as described below ) 
) Same as treatment ) Same as 
) of business ) industry 
) losses ) generally 
) ) 
) Deductible ) Deductible 
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4, The mining and petroleum industries would therefore be allowed to 
write off the following kinds of costs more rapidly than industry 


generally would be allowed to write off costs of a comparable type : 


a) pre-production and development costs; 

o) the cost of depreciable assets used in exploration and develop- 
ment; and 

c) the purchase cost of mining and vetroleum properties and 


property Tieits’. 


xe The mining and petroleum industries would be better off under our 
proposals than they are at present so far as the treatment of costs 
is concerned; the major advantage would be enjoyed during the initial 


period when development costs cculd be written off when incurred. 


on New mining and petroleum companies that met the asset and sales 
qualifications for new and small businesses would be entitled to an 
immediate write-off of all depreciable assets within liberal limits. 
In addition, the newly issued shares of mining and petroleum com- 
panies would be eligible for a special write-off to the extent that 
the proceeds of the share issue were to be expended on exploration 


and development. 


The outstanding features of the recommended changes in the treatment 


of business and property losses are set forth in Table 23-2, 


sor The treatment of business losses would be liberalized for all in- 


dustries in the following respects: 


aj the carry-back of losses would be extended from one to two years ; 

b) the five-year limit on the carry-forward of losses would be 
removed; 

c) business losses could be used to offset other income of the 
individual in any year of loss or any other year in which the 


loss could be carried back or forward; 


be 


da) limitations on the transferability of losses would remain, 
but because property losses would be deductible to shareholders 


the significance of the restriction would be much reduced. 


a Share losses for all industries would be treated in the same way as 
other property losses; under the present system share losses are not 


deductible because the gains are not taxed. 
Effect of the Proposed Tax Treatment 


It is difficult to make precise estimates of the overall effects of our 
proposals on the after-tax rate of return from mining and petroleum companies. 
The impact of the recommended changes would depend upon many circumstances 
that would differ substantially from company to company. It is useful, 
however, to cite the following estimates from a study prepared for us 29. 
These estimates, as given in Table 23-3, are based on simplified assump- 
tions that are set forth in the study end do not purport to represent any 
particular company. Rether, they show the position of a "typical" company 
under hypothetical but reasonable conditions. Estimates have been prepared 
for both hypothetical mining companies and hypothetical petroleum companies. 
Because of the different assumptions made for the two industries, estimates 
of the rates of return are not comparable between the two, but are compar- 


able within each industry. 


Although we freely acknowledge that these indices are subject to 
severe limitations and must be interpreted with caution, they reflect the 


general orders of magnitude involved. The data in Table 23-3 suggest that: 


Le Because of the incentive element built into the capital cost allow- 
ance rates generally, corporations in all industries have a higher 
after-tax cash flow rate of return then they would have with a "pure" 


accounting concept of income (Index 2 compared to Index 1) 


os The proposed treatment of mining end petroleum companies would provide 
a substantially higher after-tax cash flow rate of return than that 


proposed for other industries (Index 3 compared to Index ay. 
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TABLE 23-3 


INDICES OF THE AFTER-TAX CASH FLOW RATE OF RETURN TO A 
CORPORATION ON INVESTMENTS IN PETROLEUM AND MINING UNDER 
HYPOTHETICAL CONDITIONS AND ALTERNATIVE TAX TREATMENTS 


Tax Treatment Petroleum Mining 


1. Complete matching of costs and 
revenues over a period of time, 
with no percentage depletion or 
three-year exemption. This is 
a "pure" accounting concept of 


income, 100.0 100.0 


2. Exploration and development expenses 
in a 30 per cent capital cost allowance 
class. 119.0 12 


3. Proposed initial treatment for mining 
and petroleum a/. 151.6 147.5 


4, Present treatment b/ 


a) integrated companyi.e., one 
with operating income to offset 
all exploration and development 
costs. 196.7 165.9 


b) non-integrated company—i.e., one 
without operating income other than 
from the particular mine or oil well. 141.0 15065 


Notes: 


a/ The index for petroleum is higher than that for mining because of the relatively 
greater importance in petroleum of the cost of property rights. Thus, an accelerated 
write-off of such costs is of more value to petroleum companies. The indices for 
both petroleum and mining reflect our proposals for the transitional period, and 
therefore are slightly higher than what might be expected when the costs of develop- 
ment and of property rights are not written off immediately or at a 50 per cent rate 
but are amortized over a period of years. 


b/ In Bucovetsky's study a period of 25 years was employed for the petroleum and 15 
years for the mining examples. Because the depletion allowance becomes more valuable 
once all the costs of exploration and development have been written off, a longer 
time period increases the relative value of the present concessions. Thus, the index 
of 165.9 for mining would be an understatement of the position of a mine with a longer 
life. 


Source: Bucovetsky, The Taxation of Mineral Extraction, Appendices E and F. 


1. Petroleum Case 12; Mining Case 14. 
2. Petroleum Case 15; Mining Case 17. 
3. Petroleum Case 14; Mining Case 13. 
4, Petroleum Case 3; Mining Case 2. 
5. Petroleum Case 1; Mining Case 1. 
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7P The after-tax cash flow rate of return to petroleum companies with 
operating income would be reduced by our proposals by about 24 per 
cent; 30/ the cash flow rate of return to petroleum companies that 
now cannot offset exploration and development expenses would be raised 


by 5 per cent to 10 per cent (Index 3 compared to Indices h and 5). 


i, The after-tax cash flow rate of return to mining companies with 
operating income would be reduced by about 11 per cent; the after- 
tax cash flow rate of return to mining companies without adequate 
operating income to provide a full offset would decline about 2 per 


cent (Index 3 compared to Indices 4 and 5). 


The integrated company would be subject to the most unfavourable 
change at the corporate level, as shown by the indices of after-tax cash flow 
of rates of return in Table 23-3, Despite the substantial reduction in after- 
tax corporate income for integrated petroleum companies that would follow 
from the implementation of the recommended tax treatment for the petroleum 
industry, the compensating effects of integration at the shareholder level 
would largely offset, for Canadian shareholders receiving dividends, the in- 
creased burden at the corporate level. This is demonstrated in the example 
given in Table 23-4 which compares the respective positions of Canadian 
shareholders who receive dividend income from an integrated company and who 
are subject to tax at marginal rates of 50 per cent and 50 per cent under 
the present and proposed systems, Clearly, shareholders at the higher income 
levels are not absolutely worse off and at the lower income levels are 


absolutely better off. 


However, the hypothetical example given in Table 235-5 illustrates 
that the favourable effects of integration do not offset, for resident share- 
holders in integrated companies, the negative effects of both the corporation 
tax changes with respect to petroleum companies and the *ull taxation or 
share gains, On the other hand, Table 23-6 illustrates ‘that low and middle 


income resident shareholders in non-integrated companies would have their 


362 


TABLE 23-), 


AFTER-TAX DIVIDEND INCOME OF A CANADIAN SHAREHOLDER IN 
AN INTEGRATED PETROLEUM CORPORATION—COMBINED EFFECT 
OF PROPOSED CHANGES IN TAX TREATMENT AT THE CORPORATE 
LEVEL AND INTEGRATION OF CORPORATION AND PERSONAL TAX 


Present Treatment Proposed Treatment 

Corporation 

Assumed after-tax corporate 

income based upon the indices 

in Table 23-3 2/ $100.00 $  T7.00 
Shareholder with a 50 per cent marginal rate 

Dividend (assuming 100 per cent distribution) $100.00 $ 7.00 

Personal Tax at 50 per cent -40.00 b/ ~77.00 c/ 

Tax Credit d/ +16.00 +TT..00 

After-tax dividend income to shareholder $ ‘76.00 3 > 77.00 
Sharerolder with a 30 per cent marginal rate 

Dividend (assuming 100 per cent distribution) 100.00 5. 77.00 

Personal tax at 30 per cent -2h.,00 b/ -46.20 c/ 

Tax credit a/ +16.00 +T7.00 

a gd cb 
After-tax dividend income to shareholder 2» 2E,00 $ 107.80 


Notes: 


a/ If an index of 196.7 equals $100.00, then the index of 151.6 equals $77.00. The difference 
in the income figures reflects the removal of the depletion allowance but does not take 
into consideration any write-off of old exploration and development costs that would be 
deductible under the proposed transitional provisions. 


b/ Personal tax computed as follows: 


Dividend $1.00. 00 
Less shareholder's depletion at 

20 per cent -20.00 
Net dividend taxable $ 80.00 
Personal tax at 50 per cent $ ho.00 
Personal tax at 30 per cent § 24.00 


c/ Personal tax is levied on the grossed-up amount 


(i.e. $77.00 x 100 
100 minus corporation tax rate 


a/ The tax credit at present is the dividend tax credit of 20 per cent of the net dividend after 
depletion, while under the proposal it would be the credit for the corporation tax paid. 
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TABLE 23-5 


EFFECT OF THE PROPOSED TAX CHANGES— BOTH CORPORATE AND PERSONAL 
AND INCLUDING TAXATION OF SHARE GAINS—ON THE AFTER-TAX RATE OF 
RETURN FROM A HYPOTHETICAL INTEGRATED PETROLEUM CORPORATION TO A 
CANADIAN SHAREHOLDER WITH A MARGINAL PERSONAL TAX RATE OF 30 PER CENT 


Present Proposed 

Corporate after-tax income per share $100 .00 p00 a/ 
Cash retained by corporation b/ 50 .00 38.50 
Dividend to shareholder $ 50.00 $ 38.50 
Personal tax at 30 per cent -12.00 c/ -46.20 a/ 
Dividend tax credit (present) or tax 
rebate (proposed) 8.00 c/ 77.00 e/ 
After-tax cash income to shareholder $ 46.00 $ 69.30 
Assumed share gain: f/ 

from retention $50 .00 $38 .50 

from goodwill 50 .00 100 .00 38 .50 1 OO 
Personal tax on share gains - pl A BY 
Total after-tax return to shareholder h/ $146 .00 $134.75 


a/ It is assumed that changes in the tax treatment at the corporate level reduce after-tax 
corporate income by 23 per cent. (See Table 23-4.) 


b/ It is assumed that retained earnings are one half of after-tax corporate earnings. 


oy Personal tax is computed as follows: 


Dividend $ 50.00 
Less shareholder depletion at 20 per cent 10.00 
Net dividend taxable $ 40.00 
Personal tax at 30 per cent -$ 12.00 
The dividend tax credit is 20 per cent 

of $ho. -$ 8.00 


d/ It is assumed that all corporate income is allocated to the shareholder so that the 
shareholder would bring into income $154.00 (the grossed-up figure for $77.00 of 
after-tax income) and would be subject to a 30 per cent tax on this amount. 


e/ Full credit for the corporation tax paid. 


a) It is assumed that share gains are double retained earnings per share (and therefore 
that "goodwill" capital gains are equal to retained earnings). A higher ratio of 
goodwill gains to retained earnings would further improve the relative after-tax 
return of the present system as compared to our proposals. 


g/ Because of the upward adjustment of the cost basis by the amount of the retention, 
the share gain resulting from the retention would not be subject to tax to the 
shareholder. It is assumed that the goodwill property gain is realized. 


h/ For a shareholder subject to a personal rate of tax of 50 per cent the comparable 
figures would be $138.00 at present and $96.25 under the proposal. 
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TABLE 23-6 


EFFECT OF THE PROPOSED TAX CHANGES—BOTH CORPORATE AND PERSONAL AND 
INCLUDING TAXATION OF SHARE GAINS—ON THE AFTER-TAX RATE OF RETURN 
FROM A HYPOTHETICAL NON-INTEGRATED PETROLEUM CORPORATION TO A 
CANADIAN SHAREHOLDER WITH A MARGINAL PERSONAL TAX RATE OF 30 PER CENT 


Present Proposed 

Corporate after-tax income per share $100 .00 $100.00 a/ 
Cash retained by corporation b/ 50.00 50.00 
Dividend to shareholder $ 50.00 $ 50.00 
Personal tax at 30 per cent -12.00 c/ -60.00 d/ 
Dividend tax credit (present) or tax 
rebate (proposed) 8.00 c/ 100.00 e/ 
After-tax cash income to shareholder $ 46.00 $ 90.00 
Assumed share gain: f/ 

from retention $50 .00 $50 .00 

from goodwill 50 .0O0 100 .OO 50 .0O 100 .00 
Personal tax on share gains - -15.00 g/ 
Total after-tax return to shareholder h/ $146 .00 $175 .00 


Notes: 


ee 


It is assumed that changes in the tax treatment at the corporate level do not have any net 
effect on after-tax corporate income. Table 23-3 indicates that the proposed treatment 
would not vary greatly from the present situation. As depletion is of little value to the 
non-integrated company, the improvement in write-offs is sufficient to offset its removal. 
On the other hand, for those companies that permitted their shareholders to take advantage 
of the special write-off on newly issued shares, the proposed tax treatment would improve 
their position over what presently exists. For these companies the assumption of an 
unchanged corporate after-tax income would be conservative. 


It is assumed that retained earnings are one half of after-tax corporate earnings. 


Personal tax is computed as follows: 


Dividend $ 50.00 
Less shareholder depletion at 20 per cent 10 .0O0 
Net dividend taxable $ 4O.00 
Personal tax at 30 per cent -$ 12.00 
The dividend tax credit is 20 per cent 

of $ho. -$ 8.00 


It is assumed that all corporate income is allocated to the shareholder so that the 
shareholder would bring into income $200.00 (the grossed-up figure for $100.00 of 
after-tax income) and would be subject to a 30 per cent tax on this amount. 


Full credit for the corporation tax paid. 


It is assumed that share gains are double retained earnings per share (and therefore 
that "goodwill" capital gains are equal to retained earnings). A higher ratio of 
goodwill gains to retained earnings would improve the relative after-tax 

return of the present system as compared to our proposals. 


Because of the upward adjustment of the cost basis by the amount of the retention, 
the share gain resulting from the retention would not be subject to tax to the 
shareholder. It is assumed that the goodwill property gain is realized. 


For a shareholder subject to a personal rate of tax of 50 per cent the comparable 
figures would be $138.00 at present and $125.00 under the proposal. 


wy 
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positions imprcved by our proposals, unless the capital gain element wes a 


substantial proportion of their tctal investment return. 


While the negative effects of the proposed tax treatment of companies with 
operating or refining income would be greater than for other companies in 
the extractive industries, we acknowledge that the position of a OE ee 
proportion of resident shareholders of Canadian mining and petroleum corpo- 
retions would be less favourable then it is now. Non-resident shareholders 
would not benefit from the integration proposal, and therefore to the extent 
thet the additional Canadian tax wes not eligible for foreign tax credit 
their position would be worsened even more substantially. This is an un- 
fortunate but inescapable result of removing en inefficient concession. 
Unless we ere willing to accept the existing tax system as immutable, we 


must slso accept undesired windfall gains and losses. They are the in- 


escapadle concomitents of change. 


Our recommendations would have e greater revenue impact on the mining 
industry than on the petroleum industry. The emount of depletion claimed by 
the mining industry is more than double that claimed by the petroleum com- 
panies, although three petroleum companies are included in the eight com- 
panies that,in 1954, together accounted for about 85 per cent of the total 
depletion claimed by all mining and petroleum companies. In addition, the 
removal of the three-year exemption for new mines would be applicable only 
to the mining industry and would preduce about the same increase i 3x 
revenues 2s the elimination cf depletion. Again, the largest companies 
would be subject to the greatest impact, as is demonstrated by the fact 
that, in 1964,four mining compenies accounted for over three quarters of the 


exempt income under this prevision. 


The guestion that then erises is whether the removal of the major 
concessions would have a serious impact on the activities of the larger 
companies. In seeking the answer, we reviewed the operating figures of a 


number cf companies to compare their position with whet it would have been 
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if our proposals had been in effect. A review of four large iron ore 
mining companies, which together have claimed approximately $250 million 

in exempt income under the three-year provision, indicated that under our 
recommended procedures they would on average still not pay any income taxes 
until they had been producing for over ten years. This is somewhat more 
than a year earlier than would have been the case under the present system. 
The major difference is that under our proposals it would have been necessary 
to claim substantially all of the capital cost allowance available in order 
to eliminate their taxable income. In any case, the accelerated write-offs 
would mean that tax liabilities could be deferred for a considerable period 
of time, and certainly could be deferred until the total financing obtained 
to put the mines into production had been repaid. We do not believe that a 
procedure for computing taxable income that would have deferred the payment 
of income taxes for over ten years would have prevented the development of 


an economically feasible project. 


Another interesting example of the impact of the present concessions 
is provided by some of the uranium mining companies. The major uranium 
producers up to 1964 had produced and sold over one billion dollars worth 
of ore from mines that represented a capital investment of under a quarter 
of a billion dollars. After retiring all debts and writing off the whole 
investment, they realized about a quarter of a billion dollars of 
which somewhat less than one half was paid out in dividends. After 
deducting exempt income and depletion, the total income tax liability 
(including taxes paid by shareholders) was under $30 million, or about 10 
per cent of the profits. Under our proposals the tax liability would have 
been about the same, but all of their capital cost allowances would have 
been claimed. Thus, their future taxes would be substantially higher, but 


this fact would not have precluded the development of any of these mines. 


Finally, we reviewed the operating figures for the past three to ten 


years for a number of large integrated mining and oil companies. The average 
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total taxes peid on inccme before tax and before depleticn, including an 
estimate of the income taxes peid by shareholders on dividends received, 

was just over ho per cent. The mining compenies were taxed at less than 

this rate because of the three-year exemption (one lerge mining comoany in 
particular paid taxes at a substantially lower rate). We estimate that under 
our proposals the average tax rate applicable to all corporate source income 
attributable to Canadian residents would be substantially less than LO per 
cent. Therefore, the Canadian shareholders in mining and petroleum companies 
would experience a reduction in the total income tax liability on their por- 
tion of the corporate profits of these companies. Non-resident shareholders 
in these companies would experience an increase in the Canadian tax on their 
portion of the profits. Canadian shareholders would, however, also be sub- 
ject to a tax on share gains at full personal rates and so would pay tax on 
gains et a level that would be higher than that faced by non-residents. 
Consequently, the total taxes paid by a substantial proportion of the Cana- 


dian investors in mining and petroleum companies would be increased. 


We have emphasized that the small and medium-sized mining and petro- 
leum companies obtain very little direct benefit from these two major tax 
concessions. We have pointed out that a major purpose of such special tax 
concessions is to offset a capital market bies that is presumed to exist. 
However, we do not believe that the larger companies experience any unusual 
difficulties in financing their operations and therefore, from this point 
of view, the concessions are misdirected. For the small and medium-sized 
companies, we feel that the proposed rapid write-offs of exploration and 
development costs, and the special write-off for new shares issued to 
finance exploration and development, would be at least as beneficial as 
the present concessions. Further assistance to such companies, if it is 
required, would be best directed to them in the form of exploration sub- 


sidies and assistance in meeting transportation and other special costs. 
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CONCLUSIONS AND RECOMMENDATIONS 


The present Income Tax Act contains special provisions for the mining 


and petroleum industries. The most important of these provisions are: 


a) the immediate deduction of exploration and development costs by 
qualified corporations against income from any source with an 
indefinite carry-forward of such costs not written off; 

b) the three-year exemption of income from new mines; 

c) the deduction of a proporticn of the income from oi1, gas and 
mining operations as an allowance for depletion, which is per- 


mitted to oil, gas and mining companies and their shareholders. 


These special provisions heve probably brought about an increase in 

the allocation of labour and capital to mineral and petroleum extrac- 
tion in Canada. Whether there is a net gain in economic well-being 
from this diversion of labour and capital from other uses to mineral 
and petroleum extraction, and whether the same result could be achieved 


at lower revenue cost, are the crucial questions. 


The treatment of business income generally in the present Act is 
seriously deficient in three respects that are relevant for the 


taxation of the mining and petroleum industries: 


a) some costs laid out to earn income are not deductible at any 
time ; 

b) restrictions on the deduction and transferability of business 
losses create a bias against iets taking; and 


c) some net gains are excluded from business income. 


To the extent that the mining and petroleum industries are more 
adversely affected by (a) and (b) than industry in general, and to 
the extent that (c) is less War eHee ater for the extractive indus- 
tries than for industry generally, the special provisions for mining 
and petroleum have some justification in the context of the present 


tax system. 
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The adoption of the recommended chenges in the treatment of business 
income generally would virtually eliminate all of the features of the 
present system thet justify special concessions to the extractive 
industries either through percentage depletion or the tnree-year 


exemption for new mines. Specifically: 


a) all costs of earning income would be deductible; 

b) the limitations on the carry-forward, carry-beck, deductibility 
and transferability of losses would be either substantially 
reduced or made much less important; end 


ec) virtually 211 net gains would be taxed on the same besis. 


ARGUMENTS FOR SPECIAL 
TAX CONCESSIONS 


De 


DN 


We accept the argument thet, because of the uncertainty of the 

return on outlays for mineral end vetroleum discovery and extraction, 
e more rapid write-off of costs is required to achieve tax neutrality 
between the mining and petroleum industries end other industries. 


The recommended changes in the provisicns for the mining and petro- 


leum industries reflect this accenvtance. 


We accept the view that, unless losses are accorded treatment that is 
similar to that given to gains, the tax system is biased against risk 
taking. (Equality of treatment could be achieved only with unlimited tax 
refunds on business losses.) The proposed treatment of business end 


property losses would virtually eliminate this bias for all ousinesses. 


We doubt that the capital market bias egainst risk taking adversely 
affects the mining and petroleum industries more than cther industries. 
Lerge mining and petroleum companies can diversify their risks by 
undertaking many exploration ventures; both large and small companies 
can form syndicates and pool their risks. ‘Small manufacturing con- 


panies usually are unable to spread the risks involved in research and 
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product development. To the extent that there is a problem, it is 
a problem mainly for the small mining and petroleum companies which 
have opereting income less than their exploration and develonment 
expenses and which do not participate in sufficient joint ventures with 
other companies to spread the risk sufficiently. However, to remove 
any possible doubt, some concessionary provisions for exploration 
and development costs are embodied in our recommendations for the 


extractive industries. 


The extractive industries ere highly capital intensive and rely on 
equity financing to a greater extent than many other industries. The 
argument has been advanced that the adjustment to the imposition of 
the corporation tax—a tax on the return on equity capital—must 
vherefore be more onerous to the inining and petroleum industries than 
to other industries; and that more shifting through price changes or 
larger reductions in investment must be required to restore after-tax 
rates of return on investment in mineral and petroleum extraction 
following imposition of the corporation tax. There are, in fect, 
other industries that rely as heavily or more heavily on equity 
financing and there are other industries es capital intensive as the 
mining and petroleum industries. The problem is therefore not unique 
to these industries. It wculd not be feasible to reduce the corpora~ 
tion tax for those corporations that shift the tax least—for there 
are no unequivocal measures of the extent to which the tax is shifted. 
In any event, the adoption of our integration proposal would remove 
any tax discrimination against equity financing. This argument is 


therefore rejected. 


Tex concessions to the resource industries increase the allocation of 
labour and capital to these industries and hence to the known reserves 
and the production of minerals end petroleum. It is alleged that many 


economic and social benefits result, including increased employment, 


10. 
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domestic investment, exports, industrial development in general and 
regional development in particular. It is by no means obvious that 
some of the alleged benefits are, in fact, net benefits. Frequently, 
it is assumed that the additional employment, investment and output 
cof the mining and petroleum industries are achieved without cost in 
the form of reduced employment, investment and output sueewiena in 


the economy. 


A careful review of the many arguments advanced in support of the 
present concessions to the mining and petroleum industries does not 
suggest tnat the economy would be adversely affected by their removal. 
Indeed, because of the probable insensitivity of foreign direct in- 
vestment in the Canadian mining and petroleum industries to changes 

in efter-tax rates of return, the net economic benefit to Canada from 
such investments could be increased by the withdrawal of the conces- 
sions. With the adoption of the proposed treatment of foreign source 
income of Canadians, substantial increases in foreign direct investment 
in mining by Canadians are unlikely to occur and such increases, if 


they did occur, would not necessarily be against the national interest. 


Canadian mineral and petroleum reserves apparently are not declining 
relative to rates of utilization. In particular, methods of extract- 
ing oil in commercial quantities from the almost inexhaustible Athabasca 
tar sands have been developed; the costs of discovering conventional 
erude oil are apparently rising; and the exploitation of the tar sands 
is being held back because of the limited market for oil. All of these 
factors suggest that there is no obvious need for special incentives 


to encourage oil exploration. 


If, as a matter of public policy, mining and oil exploration is to be 
encouraged there are several methods of doing so that would be equally 
effective and much less costly in terms of tax revenue than the pre- 


sent percentage depletion and the three-year new mine allowances. 


Lie 
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Similarly, if development of the far North is to be encouraged as a 
matter of public policy, specific incentives for that purpose should 


be adopted rather than inefficient incentives to particular industries. 


i@) 


FICIENCY OF THE PRESENT 
MAJOR TAX CONCESSIONS 
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The present incentives to the mining and petroleum industries sre re- 
latively inefficient as en encouragement to additional exploraticn 
because they increese current after-tax operating income and thus 


provide only an indirect stimulus to exploration. 
Percentage depletion is e particularly inefficient incentive because: 


ea) the more that a company spends on exploration the less its 
relative benefit from percentage depletion; and 

b) percentage depletion appears to have been of little benefit 
except to the larger companies, which have no need for the 


incentive to offset any market bias against risk taking. 


The three-year exemption for new mines is a more efficient incentive 
than percentage depletion but benefits most the companies that need 


it least. 


The rapid write-off of exploration and development costs is the most 
efficient of the three incentives now available in the mining and 


petroleum industries. 


Under the proposed treatment of business income generally, research 
and product development costs would be written off immediately, 
inventory costs would be written off against sales or on a loss in 
value, depreciable assets would be written off at capital cost allow- 
ance rates and purchased goodwill either would be amortized over the 
life of the asset (where the life was fixed) or would be deductible 


when lost or reduced in value. The application of the same approach 
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to the costs of mineral and petroleum extraction would therefore eall 


for the following treatment: 


a) exploration costs - ixmediately written off; 

bd) development costs - deferred end written off against revenue, or 
written off if the property was souniptied: 

ec) ccst of depreciable assets - amortized through capital cost 
allowance classes; 

d) cost of property rights - amortized on a time or production 
basis where the useful life or amount of 

eserves was determinable, or otherwise 


Geducted when a loss in value occurred. 


It is recomended that exploration costs, including the cost of 
depreciable assets that could be used only in connection with a 
specific exploration project, should be included in a separate 
capital cost allowance class which would be subject to write-off 


at the rate of 100 per cent. 


It is recommended that development costs, including the cost of 
depreciable assets which could only be used for production from a 
particular mine or oil or gas well, should be included in the 

same capital cost allowance class with exploration expenses during 
a transitional period of five to ten years. Thereafter they should 
be segregated in a separate capital cost allowance class and sub- 
ject to write-off at a rate of, say, 20 per cent to 30 per cent on 


a diminishing balance basis. 


It is recommended that the cost of mining and petroleum properties 
should be capitalized in a separate capital cost allowance class for 
each property. The costs should then be amortized by the write-off 
of amounts related to the operating revenues derived from the 


same property. The capital cost allowance rate should be substan- 


tial, say, up to 50 per cent, in the transitional period, but thereafter 


ete. 
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should be set at 10 per cent to 20 per cent of the operating revenue 
from the property. If the property was disposed of, abandoned or 
became valueless, the unamortized balance should be written off. 
During a transitional period of, say, five years an immediate write- 
off should be allowed for the cost of property rights acquired from 


a government. 


Exploration and development expenses which are presently available for 
deduction but had not been claimed at the effective date of the legis- 
lation should be included in the same capital cost allowance class 


with exploration costs. 


Losses in the mining and petroleum industries should be available in 
the same way as other business losses for carry-back two years and 


forward indefinitely. 


Consistent with the comprehensive tax base, all profits made on the 
disposition of mining and petroleum properties should be included in 
income. Non-residents should be subject to tax on the disposal of 
Canadian mineral and petroleum properties. The full gain should be 
included in income, even if some portion of that gain had accrued 
prior to the effective date. Shareholders would in effect be exempt 
from tax on the gain accrued to the transition date because of the 


transitional provision applying to the valuation of shares. 


It is further recommended that mining and petroleum companies intending 
to sell shares to finance exploration and development should be en- 
titled to apply for special tax treatment. Under this concession, the 


purchasers of newly issued shares would be entitled to write down the 


value of the new shares for tax purposes to the extent that the proceeds 


of the issue were to be used for exploration and development. This 


would ensure that the shareholders of such companies would.be able to 


deduct immediately from other income any potential losses from exploration 
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and development and would reduce the cost of equity capital to mining 
and petroleum companies undertaking exploration and development 


projects. 


Depletion allowances for the mining and petroleum industries should 
be withdrawn immediately. This includes the percentage depletion for 


operators, non-operators and shareholders. 


The three-year tax-exempt period for new mines should be withdrawn. 


Complete withdrawal should be delayed for five yeers, but in the interim 


the amount of tax exemption that could be claimed for any one mine 


should be limited to $1 million. 


As an additional transitionel measure, taxpayers in the mining and 
petroleum industries should be permitted to deduct, over three or 
five years, the excess of formerly non-deductible costs of mining and 


petroleum properties over depletion claimed. 


The cost of exploring for minerals outside Canada should be deductible, 


Payments to the provinces for natural resources should be deductible. 
Similarly, the mining taxes paid to the provinces should be allowed 


as a cost of earning income and not as a tax credit. 


Prospectors and grubstakers should be taxable on their profits. How- 
ever, any such person who transferred mining properties to a newly 
formed company in consideration for shares should record the sale at 
@ price equal to his unclaimed costs, He should bring any increment 
in value into income when the shares became publicly traded if they 


represented a 25 per cent interest in the company or less. 


The provisions recommended shculd apply to all taxpayers, whether 
individuals or corporations, and should not be limited by reference 


to the taxpayer's principal business. 
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Adoption of these recommendations would accord more favourable tax 
treatment to the mining and petroleum industries than to industry 


generally, particularly with respect to the treatment of costs. 


These tax concessions to the mining and petroleum industries would 

more than compensate for any possible capital market dias against risk 

taking that might, in the absence of the concessions, reduce investment 
in these industries below the levels required for an efficient alloca- 


tion of resources. 


Withdrawal of depletion and the three-year exemption for new mines, 
coupled with the recommended changes in the treatment of costs des- 
cribed above, would reduce the after-tax cash flow rate of return to 
integrated petroleum companies and, to a lesser extent, to those mining 
companies that had operating income after deduction of exploration and 
development costs. The after-tax cash flow rate of return to non- 
integrated mining and petroleum companies that had insufficient 
operating income to offset exploration and development expenses should, 
however, be improved. The present concessions are greatest for the 
largest companies, which are the most unlikely to be subject to higher 
costs of equity capital as a result of a capital market bias. The 
recommended changes would ensure that the full value of the con- 


cessions was available where it was most likely to be needed. 


Removal of percentage depletion and the three-year exemption for new 
mines and the full taxation of share gains would be offset to a large 
extent by the recommended treatment of costs and, for resident share- 
holders, by the integration of personal and corporation taxes. Never- 
theless, a substantial proportion of resident shareholders of mining 
and petroleum corporations would be worse off than at present. Because 
most non-resident shareholders of such corporations would not benefit 
from integration, they would suffer a ereater reduction in after-tax 


income, 
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M, Bucovetsky, The Taxation of Mineral Extraction; D.Y, Timbrell, 


Taxation of the Mining Industry in Canada; C.G, Burton, Tax Treatment 


or the OiJ. Industry, studies published by the Commission. 
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in general, corporations which qualizy to. use the special tax: provisions 
are those whose principal business activity is in, petroleum or mining, 
although there have been some extensions to corporations in related 
activities: -It:is assumed in most of the discussions, in this chepter 
that the corporation concerned does qualify. The implications of 


imitins the qualification ar iscusse der the heading "“Anplication 
limitins the aualification are discussed under the headings r 


of Mining and Petroleum Provisions to Particular Types of Taxpayers". 


Section 383A. 


Section 83(5). 


Resulation 1201(2). 


Resulation 1201(3). 


Regulation 12035. 


Regulation APO? 


Rerulations 1300-1303. 


For a discussion of the historical justifications for percentage 


depletion see Appendix K to this Volume. 


This survey of large Canadian mining companies was conducted by us 
in conjunction with the Canadian Metal Mining Association. We shall 
refer to it hereafter as the Mining Survey. The results are published 


as an appendix to the study by D.Y. Timbrell cited earlier. 
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1B/ In a recent research study prepared for the Canadian Institute of 


Chartered Accountants, entitled Accounting Problems in the Oil and Gas 


Industry, by W.B. Coutts, F.C.A., it was advocated that costs should be 


accumulated by “area of interest". Such a procedure requires that 
costs be accumulated for exploration in any particular area while 
exploration is in process, and that such costs be deferred against 
production revenue from the area if the project is successful, or be 
written off immediately if it is umsuccessful. This approach would be 
supported on a theoretical basis by many practising accountants, but 
it is beset with practical difficulties. For example, an evaluation 
of the results of exploring in a particular area could be ere much a 
matter of personal opinion, and management might be inclined to defer 
a distasteful decision if it meant writing off in one year costs that 
had accumlated over several years. Furthermore, because an individual 
project may not be successful, it may be wise to write off arbitrarily 
a certain percentage of costs while the project is still under way. 
Thus, while something like the "area of interest" concept would most 
adequately portray the actual results of operation over a period of 
time, it is followed in practice by only a relatively few companies. 
The general procedure is rather to defer costs only in respect of 
known assets; thus the drilling cost and sometimes the land cost of 


productive wells may be deferred over their productive lives. 
Section 383A, 

Resulations, Schedule B, Class 10. 

Tbid., Class le. 

Tbid., Classes 1, 3, 4 and 6. 


Section 11(1)(a). | z 
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Except under section 27(1)(a) which permits, inter alia, a deduction 


of up to 10 per cent of income for gifts to municipalities. 


M. Bucovetsky, The Taxation of Mineral Extraction. 


Because of differences in accounting treatment and because they 
provide no information about unsuccessful companies, price/earnings 


ratios are an inadequate measure of relative risk among industries. 


A study prepared for the Royal Commission on Banking and Finance by 
E.K, Cork, Finance in the Mining Industry, states at p. 37 that from 
1907 to 1953 there were over 400,000 claims recorded in Ontario and 
6,679 metal-mining companies formed, of which 348 went into production 
and only 54 paid dividends. Ina supplementary submission to us, the 
Canadian Petroleum Association cited an average success ratio of 7.4 
per cent in exploratory drilling for the period 1947 to 1962, after 
eliminating from the calculation wells which were initially success- 


ful but which later proved unsuccessful. 


When investors demand a risk premium, this may reduce the investment 
in the industry relative to the social optimum because the risk to 
the individual investor on a particular venture is greater than the 
risk on all similar ventures taken as a group. Risks can be reduced 


through pooling. 


Because most Canadian corvorations in the petroleum industry are 
subsidiaries of international companies this discussion is less 
relevant to that industry. There are, however, some Canadian 


petroleum companies that would be affected. 


See the study by Bucovetsky, previously cited, for a comparison of 


the Canadian and United States provisions. 
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The indirect costs and benefits are extremely difficult to determine 
because they depend upon the particular circumstances. See Chapters 


Sranates.. 


For the period from 1949 to 1962 the amounts paid to provinces for oil 
rights and rentals amounted to something in excess of $1 billion and, 
after allowing for deduction of rentals not exceeding SL per acre and 
lease costs of abandoned properties (both of which are already 
deductible under section 83A), possibly $500 million to $750 million 
would not have been allowed for tax purposes. Various estimates of the 
amount of such costs were supplied to us by industry representatives, 
and an amount within this range would appear to be a reasonable 


estimate. 


The amounts of these provincial revenues are indicated by the following 


fisures for Alberta for the sixteen-year period 1947-62 as quoted in 


Oil and Gas Bulletin of the Royal Bank, No. 17, August 31, 1963; 


(Millions of dollars) 


Sale of Crown reserves 653.3 
Rental from leases DOo.e 
Royalties from oil and gas 329.3 

1p 1G; 2 


Section 83A(5b). 


M, Bucovetsky, The Taxation of Mineral Extraction. 


The transitional provision proposed (the allowance of all development 
costs not already recovered through depletion) would result in a 


smaller reduction for many companies for a certain number of years. 


CHAPTER 2 
FINANCIAL INSTITUTIONS 


For purposes of this Report any institution that forms a link between 
those who are savers of money and those who are borrowers of money will be 
termed a financial institution. The rapid growth that has taken place in the 
use of credit, and the impracticability of its being provided etpetantini? 
by direct dealings between borrowers and savers, has led tu a considerable 
increase in the business conducted by financial institutions. Table 24-1 
lists the principal financial institutions and, as a rough measure of their 


size and importance, shows their total assets at the end of 1962. 
TABLE 24-1 


ASSETS OF PRINCIPAL FINANCIAL INSTITUTIONS, 1962 


Assets 

Institution (millions of dollars) 
Bank of Canada 3,231 
Chartered Banks 14 84.8 
Quebec Savings Banks sol 
Trust Companies iMod 
Mortgage Loan Companies 1,286 
Caisses Populaires and Credit Unions 1,666 
Finance and Consumer Loan Companies 2,689 
Industrial Development Bank 181 
Life Insurance Assets in Canada 9,950 
Fire and Casualty Insurance Assets in Canada ie gels 
Mutual Funds | 710 
Pension Funds 4,572 

TOTAL 42,952 


Source: Royal Commission on Banking and Finance, Report, Ottawa: Queen's 
Printer, 1964, p. 106. 
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The Bank of Canada and the Industrial Development Bank, agencies of 
the Government of Canada, are not discussed in this Report. Credit unions 
and caisses populaires are discussed in Chapter 20, fire and casualty in- 
surance companies in Chapter 25, and mitual and pension funds in Chapter 16. 
In this chapter we deal with banks, trust companies, mortgage loan companies, 
finance and consumer loan companies, and life insurance companies. 

BANKS, TRUST COMPANIES, MORTGAGE LOAN COMPANIES, 
AND FINANCE AND CONSUMER LOAN COMPANIES 

All these financial institutions, directly or indirectly, collect the 
savings of individuals and corporations and lend them. They differ in the 
forms they utilize to accumulate savings and again in the arrangements by 
which they lend the funds at their disposal. Some of them concentrate their 
lending activities primarily in short-term loans, others in long-term 
mortgages. The types of borrowing which they traditionally use range from 
demand deposits to long-term debt. The variety is not haphazard or simply 
amatter of choice, but is closely related to the uses to which each insti- 
tution expects to put the money in attempting to relate maturities of assets 
and liabilities. Some of them perform other important services in fiduciary 
and agency capacities. However, all have the common characteristic of being 
dealers in financial claims. There has been a noticeable trend toward 
diversification of activity, with an overlapping of functions, so that many 
institutions now find themselves competing with others that are essentially 
known for their activities in other parts of the financial field. Therefore, 
many Of the differences are blurred as the various types of institutions 


compete with each other on both sides of the borrowing-lending process. 


Another general characteristic of these financial institutions is the 
magnitude of assets under their control in comparison with the equity capital 
of the companies concerned. This is because they rely so heavily on borrowed 
funds as an integral part of their method of doing business, a hardly sur- 


prising result for institutions that specialize in money. On average, they 


derive about 90 per cent of their funds from borrowing, while equity accounts 
for less than 7 per cent. This may be compared with industrial companies that 


on average obtain over one half of their total funds from equity sources. 


Most types of financial institutions are subject to extensive govern- 
ment supervision and control. Again, this is not surprising in view of the 
extent to which they are heavily indebted to the public. Questions con- 
cerning government regulation are beyond the terms of reference of this 
Commission. However, we take the position that it is the responsibility of 
the supervisory authorities and regulatory legislation to see that financial 
institutions conduct their activities in a way that ensures their solvency; 
these businesses should not be granted tax concessions to induce them to do 


so, or to compensate them for doing so. 
Main Tax Considerations 


Generally speaking, the determination of the income of financial insti- 
tutions for tax purposes is relatively straightforward. While it is not 
suggested that the determination of their income presents no problems, the 
tax problems are, for the most part, common to other industries as well. 
Furthermore, a number of these problems would disappear with, or be miti- 
gated by, the implementation of certain of our recommendations. For example, 
under existing tax law, security gains earned as a result of trading activi- 
ties are taxable, but if derived from investment activities they are not 
subject to tax. Some financial institutions find themselves in the peculiar 
vosition of being taxed on some of those gains but not on others. However, 
the treatment we recommend for security gains in Chapter 15 would eliminate 
these discrepancies by subjecting all such gains to tax. As a further 
example, while interest and general expenses incurred to earn non-taxable 
dividend income are currently disallowed, the integration of personal and 
corporation income tax described in Chapter 19 and our recommendations in 
respect of business income in Chapter 22 would generally result in the 


allowance of these expenses. 
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Financial institutions generally account for their revenues and expenses 
on an accrual basis. Estate, trust and agency fees are exceptions. Estate 
fees require court approval and are not legally collectible until so approved. 
It is common practice for trust companies to account for them on a cash basis, 
and in some cases all estate, trust and agency fee income is accounted for 
on a cash basis for the sake of internal consistency in dealing with these 
activities. In addition, some consumer loan companies account for their 
interest income on a cash basis as permitted by section 6(1)(b) of the 
Income Tax Act. In line with our general recommendations for the expanded 
use of the accrual basis, we suggest that it should be required that these 
forms of income also be recorded on an accrual basis. We believe that 


acceptable techniques can be readily developed to accomplish this result. 


The only problem in the determination of income of financial institu- 
tions that is both significant and of particular applicability to them 
alone arises in the estimation of losses on loans. Loans and other invest- 
ments provide the major source of income of these institutions and, because 
of their magnitude relative to equity capital, a small percentage difference 
in the losses that are incurred on them will have a Significant impact on 
income. For example, a loss of 1 per cent on these investments can be the 


equivalent of as much as a year's income, 


The problem stems from the impossibility of determining accurately in 
advance what losses will occur on existing accounts. Differences of opinion 
between the taxpayer and the tax administration as to what is a reasonable 
provision for losses are not easily reconciled. Apart from the recognized 
measures of doubtful collectibility such as overdue accounts, management 
decisions as to provision for losses will be based on other less well- 
defined, but valid, criteria such as general business conditions, a know- 
ledge of the particular industry, familiarity with the affairs of debtors, 


and past loss experience. 


While the problem of evaluating receivables is faced by all businesses, 
where the amount invested in them is small relative to total assets their 
valuation is not likely to bear significantly on the determination of income. 
In the case of financial institutions, however, materiality and volume com- 
bine to make the problem both more significant and more difficult. Financial 
institutions ordinarily have large numbers of loans and other receivables 
outstanding r/. Neither the taxpayer nor the tax assessor can review indi- 
vidually a significant proportion of the accounts within the bounds of 
reasonable time. Moreover, even if the time were available, it would not be 
possible in the case of certain secured transactions, for example, those 
involving mortgages and conditional sale agreements, to complete a useful 
review of individual accounts, because there will seldom be any data avail- 
able on the underlying security other than that collected at the time the 
loan was made. 

Present Tax Treatment 
of Reserves 

The income tax treatment of banks differs in one respect only from 
that accorded to corporations generally and that is in the treatment of 
valuation reserves. Banks are permitted to deduct reserves "not in excess 
of the reasonable requirements of the bank" without having to substantiate 
them Pans basis of losses expected at the end of the fiscal year oye In 
other words, in addition to providing for "specific" or anticipated losses, 
banks are permitted, within certain limits, to provide reserves for contin- 


gencies that cannot be foreseen at the time. 


It is the Minister of Finance, not the Minister of National Revenue, 
who determines the reasonable requirements of banks with respect to con- 
tingency reserves. At least once each year the Inspector General of Banks 
must inquire into the affairs of each bank and report to the Minister of 
Finance. This examination is made "for the purpose of satisfying himself 


that the provisions of this Act having reference to the safety of the 
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creditors and shareholders of the bank are being duly observed and that the 
bank is in a sound financial condition" hike This responsibility includes 


ensuring that the banks maintain adequate reserves. 


At the present time the maximum reserves that a chartered bank can 
claim for income tax purposes are prescribed in rules issued by the Minister 
of Finance, which set out the procedure for determining tax-free inner re- 
serves. This maximum is based on a percentage of certain of the assets of 
banks and in 1963 was 3.504 per cent of eligible assets 4/. This ratio is 
adjusted annually by a formula that takes into account the change in the 
average loss experience over successive 25-vear periods, and has been de- 
clining because of the relatively favourable loss experience of recent years. 
The Quebec savings banks are permitted reserves up to a fixed percentage of 


5 per cent of eligible assets. 


The United Kingdom permits banks to make specific provision for bad and 
doubtful debts, but has never permitted banks to deduct contingency reserves 
in the determination of taxable income. In the United States, a bank has 
the option of creating a contingency reserve for loans or of charging 
annual losses directly against income. Until recently the allowance per- 
mitted to each bank for contingencies was based on the bank's own loss 
experience, the maximum being three times its ratio of annual loss experience 
to eligible loans for any twenty consecutive years starting not earlier than 
1927. However, beginning with the 1965 taxation year, the procedure has been 
changed to allow a flat 2.4 per cent of outstanding loans. The definition of 
eligible loans excludes those guaranteed by the federal or state governments 
or their agencies, but is generally broader than the Canadian definition. 


It should be noted that this reserve applies to loans only. 


The Income Tax Act also permits taxpayers, whose business includes 
lending money on the security of mortgages, to deduct, in computing taxable 
income, amounts sufficient to provide up to 5 per cent of their mortgage 
loans outstanding as a reserve in lieu of the general provisions for doubt- 


ful debts otherwise permitted 5/. 
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The above-mentioned tax provisions are the major ones having specific 
applicability to financial institutions. It will be appreciated that they 
go only part of the way in dealing with allowances for losses on the multi- 
farious investments in which financial institutions engage. For loans that 
are not made by banks or are not in the form of mortgage loans, the taxpayer 
can invoke the provision that is available to taxpayers generally for valuing 
receivables 6/. This provision permits a taxpayer to deduct a reasonable 
reserve for doubtful debts. The most satisfactory method of ascertaining 
the amount of such a reserve is on the basis of a valuation of specific 
accounts. Alternative methods are to base the reserve on bad debt experience 
in recent years and the relative delinquency position (aecounts outstanding 
more than 60 days, 90 days, etc.) of current portfolios of accounts. The 
valuation of other investments of financial institutions is subject to the 
same general rules that are applicable to other taxpayers; rules that would 
become more certain with the inclusion of all gains and losses in the com- 


putation of income. 


The statutory provision in the United Kingdom is somewhat more strin- 
gent than in Canada, and the tax authorities do not accept allowances cal- 
culated as a percentage of total receivables. However, as in Canada, they 
will accept allowances calculated with reference to total ements delinquent 
for feameonrs periods of time. The statutory position in the United States is 
more flexible and we understand that allowances are permitted there that are 
somewhat more favourable than those allowed in Canada but, nevertheless, 
protracted negotiation is often required. 

Evaluation of Present Tax 
Treatment of Reserves 

Before commenting on the present tax treatment of financial institu- 

tions, it will be useful to make a brief reference to certain general con- 


clusions that we reached earlier in the Report. 


First, the importance of tax neutrality has been emphasized. Although 
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different financial institutions bear different designations and are 
governed under different statutes, their functions overlap and they are 
competing with one another increasingly. In these circumstances, it would 
be inequitable to apply different tax rules to different institutions, 
except where necessary for administrative reasons, and even then material 


differences in tax impact should be avoided. 


Secondly, general or contingency reserves should not be recognized for 
tax purposes. Only those losses in asset values and those liabilities that 
can reasonably be expected to occur should be allowed. All business is sub- 
ject to some risk and uncertainty in the ascertainment of income on an annual 
basis. We believe that the general recommendations we make for the treatment 
of annual losses would provide sufficient recognition of these factors for 


taxation purposes. 


Thirdly, where it is extremely difficult to determine reasonable annual 
allowances, we have acknowledged that it may be necessary to adopt rather 
arbitrary procedures. For example, we conclude in Chapter 22 that the use 
of simple, and arbitrary rules would be appropriate in the case of depreci- 
ation provisions, because of the high degree of uncertainty in matching this 


kind of cost against revenues ahs 


Finally, we have said that where certain actions are deemed to be 
necessary or desirable as a matter of public policy, taxation should not be 
the vehicle for regulating the actions where other more direct measures are 


available. 


Allowances for Doubtful Accounts. The valuation of receivables under the 
existing general tax provision presents difficult assessment problems. Even 
though the tax authorities are willing to accept arbitrary procedures for 
determining the allowance for doubtful accounts which might result in an 
amount liberal to the taxpayer, there continue to be many disputes as to the 


reasonableness of the loss allowances that are claimed 8/. 
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We recommend in Chapter 22 the withdrawal of the existing general pro- 
vision in respect of doubtful debts, on the grounds that it appears to rely 
primarily upon what is "reasonable", that the test of reasonableness should 
be found in the application of accepted accounting and business practice, 
and that the provision is therefore unnecessary. Where amounts claimed 
appear to be reasonable and are not significant determinants of income, 


there would seem to be little call for disturbing them on assessment. 


It must be conceded, however, that repeal of the provision would not 
solve the basic problem. Where an allowance for losses is a significant 
determinant of income, and where objective evaluation of specific accounts 
is not possible, allowances that are claimed by taxpayers cannot be accepted 
for assessment purposes without careful review. Inasmuch as we recommend 
that all business costs be allowed, including accounts that ultimately proved 
to be uncollectible, the application of arbitrary rates of provision against 
such accounts to determine the amount of an allowance may be appropriate 
where the problem was significant and undue difficulties of compliance and 
administration could be mitigated. In the interests of administrative 
simplicity and consistency, these arbitrary rates might be applied in all 
cases if practical means could be found for doing so. The alternative to 
arbitrary rates would be the application of criteria which would be more 
Pebtanttous and more difficult to administer, but which would still not 
reflect accurately in advance what losses were likely to arise, and there- 


fore might well be inferior to well-chosen arbitrary rates. 


It is apparent that to be administratively most effective, optional 
arbitrary allowances would have to be based on rates that were sufficiently 
generous to ensure that most taxpayers would elect to use them rather than 
make detailed estimates. If the taxpayer was not allowed the option of 
either using the arbitrary rates or making detailed estimates, the arbitrary 
rates would still have to be sufficiently generous to ensure that few, if 
any, taxpayers suffered because of the requirement. Nevertheless, rates 


should not consciously provide a margin for contingencies. 
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Trade accounts receivable will ordinarily result from a sale that has 
been reflected in income. The most accurate matching of revenues and ex- 
penses in terms of timing would call for accounts that proved to be uncol- 
lectible to be matched against the revenue recorded at the time of sale, 
rather than at the time the account was determined to be uncollectible. 
Because this would usually involve reopening the accounts of a past year 
whenever an uncollectible account was written off, practical considerations 
call for making allowances in the year of sale on an estimated basis to the 
exclusion of making any retroactive adjustment on the basis of subsequent 
events. Indeed, it is the necessity of having a practical basis for matching 
revenues and expenses that constitutes the justification for doubtful account 
provisions in general and, in the case of financial institutions in parti- 
cular, for permitting allowances for losses in advance of the determination 
that a debt is uncollectible. There is, however, one important respect in 
which the opening of a loan account receivable differs from an ordinary 
trade account. The loan is not always a reflection of income that has al- 
ready been taken into account, but is usually evidence of an investment, the 
income from which will accrue subsequently. We do not suggest that this 
distinction is of much assistance in determining the loss provisions that 
should be allowed to financial institutions 9/. However, it should be 
appreciated that to make full allowance against losses as loans were granted 
would not necessarily represent a more accurate matching of revenues and 
expenses than would the claiming of the expenses only as accounts proved to 


be uncollectible. 


The problem of estimating the ultimate collectibility of a long-term. 
real estate mortgage will ordinarily be greater than in the case of a short- 
term loan or of a trade account receivable. It does not follow, however, 
that the allowance for loss should be higher. The type of security held is 
of basic relevance, and a real estate mortgage ordinarily has greater pro- 


tection against loss than an unsecured trade account receivable. 
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It also should be emphasized that no allowance should be made for an 
untoward economic trend that cannot be foreseen. Such a provision would 
be carrying the principle of providing for losses beyond what appears to 
be reasonable, that is, beyond losses and into the area of possible losses. 
Moreover, commercial businesses are subject to this risk, many of them to a 
much greater degree than financial institutions, and it is difficult to con-~ 
template how such a provision could be applied generally ina reasonable 
fashion. This general economic risk is just one of the risks of being in 


business that should not, and cannot, be the basis of a tax allowance. 


The matter of reserves for financial institutions was reviewed by the 
Royal Commission on Banking and Finance and that Commission recommended the 
continuation of an allowance at a level somewhat higher than the allowance 
now granted to the chartered banks. The emphasis of our consideration has 
been primarily on the tax implications of the present treatment, and we have 
made it amply clear that we are averse to the use of the tax system for 
objectives other than those we have referred to frequently in this Report. 
We have expressed our understanding of the need for reserves against possible 
losses on loans and investments within the dictates of ordinary commercial 
and accounting practice, and for administrative reasons we see considerable 
advantage in the use of an established rate. However, we find ourselves 
unable to accept the view that an allowance larger than is justified on 
these grounds should be granted in order to assist in preserving the liquid- 
ity and soundness of a financial institution. We are much more inclined to 
agree with the Banking Commission in its general approach that the public 
benefit will best be served by institutions whose strength rests to some 
extent on public inspection and supervision, but primarily is based on the 
ability of the institutions to meet competition in a financial market which 


has been freed of some of the artificial impediments which now exist in Canada. 


We stated earlier that taxpayers should not be permitted to claim general 


or contingency reserves for tax purposes, but rather that they should be 
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restricted to making a reasonable provision for expected losses. If certain 
institutions need to be regulated to ensure their continued solvency and 
liquidity, we do not believe that such regulation calls for auy departure 
from the general rules for determining their actual income for tax purposes. 
Indeed, we do not believe that tax legislation should be designed to assist 
in ensuring solvency and liquidity. Such policy goals can be provided for 
adequately only by specific legislation, and there is legislation in force 
that specifically provides for the regulation of such institutions. However, 
we have pointed out that it can be extremely difficult to value a large 
number of receivables in a manner that is acceptable both to the taxation 
authorities and to the taxpayer. For the same reason that saneeetert de- 
preciation allowances have proved to be a relatively efficient and mutually 
satisfactory way of allocating costs for tax purposes, so have the arbitrary 
reserves for banks and mortgage lenders proved to be attractive from the 
administrative point of view. It should be noted, however, that an arbitrary 
allowance provided for a type of institution, rather than for a type of loan, 
has the weakness of allowing the same loss provision against relatively 
secure loans (other than those that may be specifically excluded from any 
loss provisions) as against relatively high risk loans, and is unfair as 


between competing types of institutions. 


In the case of banks and on the basis of long-term loss experience, the 
permitted ratio of valuation reserves to eligible assets appears to exceed 
greatly the rate that would be employed to reflect an allowance for bad debt 
losses only. While an allowance based on previous loss experience could be 
unrealistic, we believe that past experience is the best single criterion on 
which to establish an arbitrary rate of provision against bad debts. Al- 
though during one five-year period in the 1930's losses averaged 1.25 per 
cent of loans, over the twenty-five-year period from 1940 to 1964 the annual 
average loss experience was about one seventh of 1 per cent 10/. While the 
annual loss experience is only one factor in determining a reasonable loss 
allowance, a reserve exceeding twenty times the average loss experience over 


the last twenty-five years would appear to be excessive. 


Bi 


Unfortunately there is no meaningful breakdown of the present inner 
reserve figures into their two components, specific and contingency reserves, 
the former reflecting expected losses, and the latter possible losses. The 
Royal Commission on Banking and Finance pointed out that specific reserves 
were about three quarters of 1 per cent of eligible assets, a] but since at 
present little significance is attached to the division between specific and 
contingency reserves, this percentage is unlikely to represent what the 


specific reserves would be if computed carefully. 


One other percentage that is of interest because it reflects the posi- 
tion of a competing institution that specializes in higher risk loans, is 
the allowance for doubtful accounts established by those companies in the 
small loan business. At the end of 1963, their allowance for doubtful loans 


was 2 per cent of outstanding accounts 12/. 


Another consideration is whether one arbitrary rate should apply to all 
loans, or whether there should be a number of rates to reflect the varying 
loss experience on different kinds of loans. Certainly a single average 
rate would tend to be relatively less favourable for the bank that accepted 
a greater degree of risk. Although it would obviously be difficult to 
define the kinds of loans in a manner that would segregate them into risk 
classes, the present arbitrary allowance is already selective to some extent, 
because it applies only to certain assets. However, some of the assets in- 
cluded would virtually never be realized at a loss, while other assets 
involve a certain amount of risk. In addition, it would be expected that 
on average the losses would be relatively higher for the smaller loans than 


for the larger ones. 


A final consideration relates to the administrative problem of deter- 
mining the loss provisions for a large number of accounts. Because the 
taxpayer should always be given the option of claiming specific reserves if 
he found the arbitrary allowance to be deficient, it is desirable that there 
should be a liberal arbitrary allowance applicable to those accounts where 


the determination of specific allowances would be unreasonably time consuming. 
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Because over 99 per cent in number and 50 per cent in amount of the bank 
loans outstanding are under $100,000, 13/ the need for arbitrary provisions 


is greatest for these accountse 


As in the case of allowances for loan losses of banks, some arbitrary 
rule for determining allowances for losses on real property mortgage loans 
could produce administrative simplicity and taxpayer equity, while providing 
a degree of certainty. The present provision for real property mortgages 
appears to do these things, while having the additional desirable feature 
of relating the allowance to a type of asset, rather than restricting it to 
a kind of business. However, in line with our other recommendations that 
reduce the importance of the distinction between operating a business and 
holding an investment, it would appear more reasonable to extend this allow- 
ance to all taxpayers rather than only to those who are in the business of 
lending on this type of security. In addition, a review of the actual 
mortgage loss experience over the past thirty years leads to the conclusion 
that the present arbitrary rate of 5 per cent on these relatively secure 


investments is excessive l/. 


We question also whether a single arbitrary rate should apply to all 
mortgages. Obviously the degree of risk is not uniform as between, say, 
first and third mortgages. There already exists a generally acknowledged 
test for distinguishing between secure and hazardous loans in the laws 
which prohibit federally or provincially incorporated trust and loan companies 
from acquiring mortgages with a face value exceeding 75 per cent of the fair 
market value of the real property. Although there are no accepted standards 
of valuation that would ensure that this rule is applied uniformly across 
the country, it is important that the group of companies under federal and 
provincial trust, loan and insurance legislation, which hold the major pro- 
portion of the outstanding real property mortgages, are limited to loans of 
up to 75 per cent of the fair market value of the security. Theveford, to 


distinguish between mortgages on the basis of whether they were more or less 
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than 75 per cent of the value of the property is an arbitrary distinction 
that could be readily applied, because most of the companies concerned 
would only qualify for a single arbitrary reserve rate. It thus would be 
practical to have two rates for determining allowances, one for mortgages 
(whether first, second or third) that in total did not exceed 75 per cent 
of the value of the property and a second, and higher rate for other mort- 
gages. There obviously would be administrative difficulties for those 
companies with a mixed portfolio of mortgages that qualified for both rates, 
but we do not think these problems would be insoluble, and we feel that the 
advantages of arbitrary rates would outweigh the problems involved, parti- 
cularly because most of the problems would be of a transitional nature in 
establishing the procedures to be followed. The legislation should probably 
specify that all companies regulated by specific federal or provincial 
legislation (relating to trust and loan companies and insurance companies ) 
would be eligible only for the low rate, while all other taxpayers could 


split their portfolios into the two classes of mortgages. 


The present tax legislation does not contain any arbitrary allowances 
for doubtful accounts other than those already mentioned. However, the 
problems of compliance and assessment that we have discussed in connection 
with banks and mortgage lenders are also encountered by other financial 
institutions. This is true of those institutions that have a large number 
of accounts making up a substantial proportion of their assets and who 
experience some difficulty in determining an appropriate reserve on an 
account-by-account basis, or even in negotiating some arbitrary rates that 
are acceptable to the Department of National Revenue. We have stressed the 
importance of neutrality of treatment of competing organizations, but have 
also stated that arbitrary rates should be applied only in cases where it 
was not administratively practical to do otherwise. The two arbitrary 
provisions discussed above are readily applied because there is little 
difficulty in determining what qualifies as a bank, or what qualifies as a 


real property mortgage. While some of the other financial institutions are 
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as easily defined because they also are incorporated under special legis- 
lation, the allowance of arbitrary provisions to trust companies, credit 
unions, and small loan companies, for example, would to some extent in- 
crease the competitive inequities unless such provisions were also extended 
to finance and other companies of a similar nature. Unfortunately, the 
latter companies cannot be so easily defined. If it should be decided that 
an extension of the arbitrary provisions was warranted, the preferable method 
would appear to be an expansion of the allowance for mortgages. For example, 
if the mortgage provision were expanded to include mortgages and conditional 
sales agreements on chattels, most of the loans of financial institutions 
would become eligible for arbitrary provisions. There would be some diffi- 
culty in administering such an extension, because it would encourage some 
taxpayers to rearrange their loans so as to qualify, but at least such an 


approach would not extend a preference to only some kinds of businesses. 


Deduction of Bad Debts. Ranking equally in importance with the control of 
provisions for doubtful accounts, is the exercise of control over the cir- 
cumstances under which bad debts may be written off against income for tax 
purposes or against accumulated provisions for doubtful accounts. Rules 
respecting provisions for doubtful accounts are of little consequence, 
particularly in the case of arbitrary provisions, if debts may be written 
off by the taxpayer at will 15/. We believe that this control is best 
established for taxpayers who claim the arbitrary reserves by limiting the 
write-off of bad debts to accounts in respect of which it can be proved 
that a “loss has occurred. The term "loss" would continue to have the 


meaning ascribed to it in current jurisprudence 16/. 
Appraisal 


Our basic conclusion is that there is little reason not to tax financial 
institutions in the same way as other taxpayers. Therefore, not only should 
all our general recommendations apply equally to these institutions but, in 


particular, the treatment of their reserves should be altered to conform to 
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general practice. The allowances for expected losses should be computed on 
the basis of accounting and business principles. No contingency element 
should be included. ‘The term "reserve" should no longer be used in this 
context; the word "provision" or "allowance" or some similar term is a more 


appropriate designation. 


Because the application of accounting and business principles in this 
area cannot always be easily and equitably administered, we conclude that 
financial institutions are a reasonable subject for the greater use of 
arbitrary allowances. Nevertheless, the use of such arbitrary allowances 
should not become a means of claiming contingency reserves. Although it 
would be desirable to make arbitrary rates and their attendant advantages 
available to other taxpayers concerned with the valuation of receivables, 
the difficulty of determining percentages that would be a reasonable re- 
flection of expected losses for the full range of business receivables seems 


insurmountable. 


Banks. In the case of banks, it would appear that the best way to give 
effect to our conclusions would be to vary the arbitrary rates by the size 
of the loans outstanding, and to further restrict the assets that would be 
eligible for such allowances. Specifically, we recommend that banks should 
continue. to be allowed to employ an arbitrary provision for certain kinds 

of loans; that the list of eligible loans should be further limited so as 

to remove loans to municipalities and school boards, call loans, guarantees 
and acceptances, letters of credit, foreign exchange provisions, and any 
publicly traded securities not already excluded; that the allowable pro- 
vision should vary in relation to the size of the loan balance outstanding; 
that there should be two arbitrary procedures which are optionally available; 
and that the overall level of the permitted reserves for tax purposes should 
be substantially reduced. Each bank would then be able to elect one of three 
general methods of determining its loss allowance for loans, depending upon 
which of the following procedures appeared most appropriate in the circum- 


stances: 
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1. <A specific reserve arrived at by valuing each loan. 


©, An arbitrary allowance based on the outstanding balances of eligible 
loans. Rates of something less than 2 per cent for balances of up to 
$100,000, and of one half of 1 per cent for balances of between $100,000 
and $500,000 would appear to be reasonable. The suggestion of something 
less than 2 per cent is based largely upon the experience of small loan 
companies which would probably have higher losses than banks and have 
found that a provision of 2 per cent is adequate. This allowance would 
also be based on the expectation that on average the larger loans would 
show an even lower loss experience. The percentages chosen should re- 
present an average of what would be reasonable for the smaller loans 


and the larger balances. 


Ja An arbitrary allowance for eligible loans that were under the defined 
limit of $500,000 of up to seven times the average loss experience for 
the previous five years. The loss experience for each of those years 
would be defined as the net write-offs for the year expressed as a 
percentage of the eligible loans outstanding at the end of the year. 
Because different banks specialize in different kinds of loans, some 
probably experience more losses than others. A single arbitrary rate 
for all loans of the same general size might tend to discourage entry 
into less secure loans, and therefore we suggest this alternative to 


take such loss experience into consideration. 


Loans in excess of $500,000, although numerous, should nevertheless 
not greatly exceed 2,000 in number for any one bank. These larger loans 
can reasonably be reviewed individually in the regular manner applicable to 
other taxpayers (which might well include the development of arbitrary 
procedures based upon past experience ) to establish a reasonable provision 


for expected losses in the near term. 


Federal and provincial securities with maturities in excess of one year 


from the date of issue which are held by financial institutions should 
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be valued on an amortized basis rather than at the lower of cost or 

market. This method of valuation is preferable for these companies because 
the securities are usually held for longer periods as an investment. Ac- 
cordingly it provides a better matching of revenue and expenses than a 
valuation at the lower of cost or market. However, in order to provide for 
the substantial losses that may occur on disposal of the securities, it 
would appear reasonable to allow these institutions an arbitrary allowance 


of one half of 1 per cent of the amortized value. 


We can see no justification for allowing a provision for tax purposes 
that was greatly in excess of that required to provide for reasonably 
expected losses. Therefore, the arbitrary rates to be employed should 
reflect the expected losses, and should bear a reasonable relationship to 
the provisions claimed by competing institutions. The actual rates to be 
employed should be designated only after more detailed analytical work had 
been completed on the actual loss experience of the various financial 


institutions. 


We do not believe that the deductible allowances should be in any way 


related to what the banks record in their fiscal accounts. 


Because these proposals involve a substantial adjustment in the existing 
tax allowances, special transitional provisions in the Act would be required. 
Therefore, a period of not more than ten years should be allowed for the 
gradual adjustment of the present tax allowances to the proposed amounts. 

It should be emphasized that the banks would not have to maintain their 
accounts on the same basis as the proposed tax allowance, and would be 


permitted to claim specific allowances if they did not elect to use the 


arbitrary percentages. 


The savings banks should be subject to the same arbitrary provisions 


as other banks. 


400 


Mortgages. Section 85G which contains the loss provisions for real property 
mortgages should be amended to apply to all taxpayers (except banks) whether 
or not they are in the mortgage business, to exclude all insured mortgages 
(not only National Housing Act mortgages), and to differentiate in general 
between mortgages that are for less than 75 per cent of the fair market value 
of the real property and those that are for amounts exceeding this limit. 

The present allowance of 5 per cent should be substantially reduced to some- 
thing close to 1 per cent for those better secured mortgages under the 75 
per cent limit, and to something less than 2 per cent for the other mortgages 
on real property. A size limitation of $500,000 should also apply, because 


a very large mortgage should be capable of periodic review and assessment. 


This arbitrary provision should not apply to any insured mortgage loans, 
including National Housing Act loans, because the risk of loss has been 
transferred, in whole or in part, to the insuring organization. The insuring 
organization should be permitted to base its allowance for tax purposes on 
these same arbitrary rates. In addition, the banks should be excluded from 
the application of this provision, not only because of certain arbitrary 
allowances already proposed for the banks, but because of the difficulty of 
differentiating between ordinary loans and loans secured by mortgages. How- 
ever, the proposed arbitrary rates should generally be such that mortgage 


companies and banks would be claiming similar allowances. 


The present limitation on the annual increase in the allowance for 
mortgage losses contained in Section 85G does not appear to be consistent 
with the concept of providing for expected losses, and therefore should be 


removed. 


Taxpayers should be able to elect to set up their loss allowances on 
the basis of an appraisal of individual loans. There should be no require- 
ment that the tax allowance and the books of account be in agreement. Again, 
it would be necessary to provide for the gradual adjustment of the present 


tax allowances to the proposed amounts. However, the adjustments would be 
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relatively smaller in this case, cy and a period of five years would appear 


to be reasonable. 


While, in general we have concluded that loans and mortgages on which 
arbitrary allowances have been claimed should be written off (for tax pur- 
poses ) only when an actual loss has taken place, we appreciate ae such a 
procedure can also be administratively difficult. Therefore, we recommend 
that the write-offs for banks should be accepted without dispute so long as 
the recoveries did not exceed 10 per cent of write-offs. Any recoveries 
exceeding the designated percentage should be carried back to the earliest 
years of write-off for the accounts recovered, tax should be assessed on 
such increment in income, and interest charged for the number of years 
involved. Alternatively, it could be provided that in the case of small 
balances of under $10,000, a bad account would be eligible for write-off 


if no payment on account had been received for two years. 


Other Financial Institutions and Other Accounts. We considered the extension 
of arbitrary allowances to other financial institutions as well as banks and to 
other accounts receivable as well as mortgages. In some cases, the use of 
general accounting and business practices could be just as inequitable and 
administratively complex for other taxpayers as for banks and for other 
accounts as for mortgages. Therefore such an extension might seem warranted. 
If this were to be done, the preferable method would appear to be an expan- 
sion of the mortgage allowance to include chattel mortgages and conditional 
sales agreements. The percentage used should be the same as the highest 

rate applicable to real property mortgages, which in turn should be equal 

to the arbitrary rate allowed to banks for the smaller accounts. This would 
ensure that only a minimum of account analysis would be necessary, and that 
most of the competing businesses would be on the same basis regardless of 

the form in which the loans were made. However, for various reasons we are 
unable to recommend the immediate implementation of such a measure, which 


would be significant for credit unions and caisses populaires, small Loan 
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companies, and finance companies. For one thing, arbitrary rates should be 
sanctioned only when required as a matter of administrative convenience, as 
we explained earlier. Also, the use of flat rates, regardless of risk of 
loss, would give a greater benefit to some taxpayers than to others 18/. 
Finally, we cannot be sure that there would be a sufficient reduction in 
administrative complexity and improvement in taxpayer equity to warrant the 


revenue cost that could result. 


Although the adjustments to the reserves of banks and mortgage lenders 
that we recommend are substantial, the liberal transitional provisions would 
spread out the tax impact over a number of years. In addition, since we 
recommend that the mortgage allowance be granted to all tasvayena. Ge would 


not expect the increase in tax revenues to be large. 
LIFE INSURANCE COMPANIES 
Characteristics of These Companies 


The principal business of life insurance companies is entering into 
contracts to provide life insurance and life annuities. Some companies also 


write personal accident and sickness insurance. 


The importance of the life insurance business is indicated by the fact 
that the total assets employed by Canadian life insurance companies in Canada 
and elsewhere at the end of 1964 amounted to over $11 billion, primarily in 
mortgage loans and bonds. The net investment earnings for that year from 
assets in Canada amounted to approximately $410 million for Canadian com- 


panies, and approximately $140 million for non-resident companies. 


Life insurance exists because of the desire of individuals to provide 
for their financial responsibilities upon death. Because of the unpredicta- 
bility of the time of this event for any one individual, and the problem of 
ensuring that he will have accumulated sufficient assets before that time to 


meet these requirements, the practical way to provide protection against 
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"mortality risk" is to share it with others so that its cost becomes pre- 
dictable. There is a problem involved in this sharing, because the mortality 
risk, and therefore the cost of insurance, increases with age. This has been 
solved by the introduction of the level premium method under which premiums 
are greater in relation to the mortality risk in earlier years, and less in 
later years. The excess portion of the premiums in early years enables funds 
to be built up, the income from which reduces the cost of the insurance to 


the policyholder Dheg 


Saving Aspects. The level premium method creates a form of saving. The 
individual could, instead of purchasing level premium life insurance, even 
out his total insurance costs by purchasing term insurance on a year-to-year 
basis. The funds which he would otherwise pay for a premium in excess of 
the mortality risk would be used to buy investments which, with the accumu- 
lated income thereon, would offset the higher cost of term insurance at a 


later date. 


In addition, many insurance policies are available with various saving 
elements in addition to the provision for mortality risk. Most policies 
other than pure term insurance have a cash surrender value which ensures 
some return of amounts paid in premiums in the event of surrender before 
death occurs. Endowment policies provide for payment of a lump sum amount 
provided the policyholder survives to a specified age. Endowment policies 
may also have options under which the policyholder can convert the lump sum 


into an annuity and in this way provide for additional income upon retirement. 


Role of the Insurer. Although the insurance business may be considered in 
a very broad way as pooling of mortality risk and saving, its wide-scale 
operation depends upon the introduction of an important intermediary, the 
insurer. This organization, which is a separate legal entity, contracts to 
provide a given amount of protection in the future for a given cost, 20/ 


subject to certain participating elements which will be referred to later. 
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The business of the life insurer is unique in certain respects when 
compared with other types of business. In most businesses the capital is 
primarily provided by the shareholders or investors who bear no relationship 
to the customers of the business. Commitments to customers are usually short 
term, and even when they are long term, as for example, in guaranteeing pro- 
ducts sold to customers, they are not the dominant feature of the business, 
The general situation in life insurance is quite different. As an insurer 
grows in size, its principal customers—the policyholders—become the main 
source of funds, with the participating surplus and the actuarial reserves 
representing the policyholder's substantial interest in it. The important 
feature of the business is that the insurer commits himself contractually to 


meeting certain obligations to these customers over very long periods of time. 


The main problems of income determination for the insurer are therefore 
in estimating the amount of the liability for future payments which will 
arise out of commitments already made, and in estimating its future invest- 
ment income and expenses. In setting the premiums which it charges to the 
policyholders, assumptions must be made regarding future "experience" in 
respect of the three main elements, mortality, investment income, and 
expenses. The provision for the liability in respect of business which has 
been written is commonly referred to as a "policy reserve" or "actuarial 
reserve", but might more accurately be described as a "provision for future 
policy claims". In estimating this provision, the amount of policy benefits 
that are expected to be paid in future years based on established mortality 
tables, and the premiums yet to be received, are discounted to the present 
year by the application of a rate of expected investment yield. Thus, the 
current policy reserve, future premiums, and the investment income on such 
funds should accumulate to an amount sufficient to meet the expected claims. 


Expenses are usually covered by a “loading charge" included in the premiums. 


Because of the uncertainty of long-term projections, the assumptions 


made regarding investment earnings and mortality and expense experience 
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tend to be conservative, and surpluses are often created as the actual 


results prove more favourable than those anticipated in setting the premiums. 


Investment Policy. Commitments being of fixed amounts, insurance companies 
invest primarily in securities which involve little risk to capital, yield 
a fixed return and are of a long-term nature. In 1964 the market value of 
common shares in Canadian and foreign corporations represented about 8 per 
cent, and the book value about 4 per cent, of the assets held by all feder- 
ally registered life insurance companies, although by legislation they were 
each permitted to hold up to 15 per cent in such shares. In 1965, this 


limit was extended to 25 per cent. 


Participating and Non-Participating Insurance. In participating insurance, 


which represents about 70 per cent of the insurance in force today, the 
pooling aspect of insurance is emphasized, and the fixed commitments of the 
insurance company modified. The premiums for participating insurance are 

as much as 20 per cent to 30 per cent higher than for non-participating 
insurance, but the policyholder is given the opportunity of sharing in the 
favourable experience of the insurance company and presumably he hopes that 
such participation, in the form of policy dividends, will result in a net 
insurance cost lower than that for a non-participating policy. Competition 
between insurance companies provides some assurance to the policyholder that 
policy dividends will be forthcoming. However, the participating policy- 
holder has no contractual right to share in favourable results, and there 

is no guarantee that policy dividends will be paid. Under non-participating 
insurance the commitment of the insurance company is fixed, and competition 


tends to produce premiums that do not vary widely from company to company. 


Stock and Mutual Life Insurance Companies. The distinction between stock 
and mutual life insurance companies is not as clear as the distinction be- 
tween ordinary corporations and co-operatives. The stock life insurance 
company may do a considerable amount of participating insurance business, 
and in respect of this. business is in effect operating a co-operative enter- 


prise. 
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In the accounts of a life insurance company the participating and non- 
participating operations are clearly segregated. As far as possible the 
segregation is applied to premiums, claims, actuarial provisions, salesmen's 
commissions, etc. For investment income, however, an arbitrary method of 
apportionment has to be adopted, because the assets are not split into 
separate funds. While the method of apportionment varies among companies, 
it is usually based on the average amount of assets in the two lines of 
business for the year. The method of allocation is closely supervised by 
the Department of Insurance to safeguard the interests of the participating 


policyholders. 


In a stock company the shareholders are limited in the extent to which 
they can share in the surplus arising from the mentateattas business. They 
are entitled to a maximum of 2.5 per cent to 10 per cent (depending on the 
Size of the participating fund) of the amount of participating dividends 
that are distributed from the surplus earnings of the participating business. 
All the surplus arising from the non-participating business is for the 
account of the shareholders. However, no income tax is paid on either of 
these surpluses until such time as they are formally allocated to the credit 
of the shareholders. In practice, only sufficient surplus is allocated to 
cover dividend requirements and to provide a small margin. Thus, basically 


the stock companies pay income taxes only on dividends paid. 


In a mutual life insurance company the ultimate owners of the company 
are the participating policyholders. Accordingly, they are entitled to 
surplus earnings created from all the business, non-participating as well as 
participating. However, because there are no shareholders, there is no 
income for tax purposes and no income tax is paid. Since 1958, five large 
Canadian life insurance companies have "mutualized", a procedure under which 
the policyholders in effect buy out the shareholders. The primary reason 
for this change was to keep control of the companies in Canada, and it was 
financially possible because of the magnitude of policyholders' capital in 
an insurance company. By special statutory provisions the amounts paid for 


the shares were entirely tax free to the recipients. 
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International Aspects. The international aspects of the life insurance 
business are important because about 350 per cent of the life insurance in 
force in Canada is placed with non-resident companies, and about 50 per cent 
of the insurance carried by Canadian companies is on non-residents, most of 


whom live in the United States. 


Public Interest. The provision of funds to indemnify the estate of an indi- 
vidual, his dependants, or both, in the event of death has long been con- 
sidered important from a social standpoint. Practices of the industry are 
supervised by the Department of Insurance, and no policyholder in a regulated 
Canadian life insurance company has ever lost a dollar through non-payment 

of the amount guaranteed under his policy. Under federal legislation 
governing the insurance industry, the investment yield assumptions in setting 
actuarial reserves cannot exceed 3.5 per cent for insurance, or 4 per cent 
for annuities. Recently, however, this has been modified to permit higher 
interest assumptions if special permission is given by the Department of 


Insurance. 


Main Tax Considerations 


Life Insurance as a Business. Life insurance has grown into a highly complex 


business employing large amounts of capital. In a society in which business 
income is taxed either to a corporate entity or to an individual, it is 
appropriate that the business income of a life insurance corporation should 
be taxed in a manner similar to the income of other businesses, after taking 
into account its special features. That surplus earnings do emerge beyond 
those needed for the protection of policyholders was clearly shown in the 
prices paid to shareholders upon mutualization of certain Canadian companies 


in recent years 21/. 


Measurement of Income. Ignoring for the moment the problems presented by 
participating insurance, the major difficulty in measuring the income of a 
life insurance business results from the long-term nature of its commit- 


ments. Because of this it is contended by some that an annual measurement 
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is futile and that any surpluses indicated in an annual measurement are 
needed to provide for unforeseen contingencies which may produce unfavour- 
able experience in the future. When viewed in relation to other businesses, 
however, this contention is not convincing. The problems of annual measure- 
ment are not unique to the life insurance industry. There are other kinds 
of businesses in which the income may not finally be established for many 
years. For example, in the oil and forestry industries it is not unusual 
for capital to be committed for periods of 50 years, from which the final 


income to be derived cannot be forecast with any degree of accuracy. 


The fact that the long-term nature of the life insurance business lies 
in its commitment to customers in the future is unique, but this does not 
mean that for tax purposes future contingencies should be provided for as 
the management sees fit. In the same way that there must be a limit on the 
rates at which depreciable assets can be written off, provisions for future 


liabilities should be subject to reasonable limitations. 


The degree of latitude in providing for future liabilities of the life 
insurance business should be governed by the degree of uncertainty involved. 
This uncertainty centres primarily upon the possible future changes in 
mortality, expenses, and investment yield. With respect to mortality, the 
use of any of the accepted tables appears to be conservative, and accordingly, 
the only major mortality hazard would appear to lie in events such as war or 
epidemics. Except in case of violent inflation, the expense variations do 
not seem to be serious. Fluctuations in investment income are certainly an 
important element, but through its investment policy an insurance company 
can level out short-run fluctuations to a considerable degree. Most invest- 
ments are of a long-term nature with a fixed return, some of which are un- 
callable, and most of those callable are subject to a premium. The invest- 
ment yield assumptions used in calculating the policy reserves are usually 
quite conservative. At the present time, we understand that the typical 


assumption would be 5 per cent to 3.5 per cent, 22/ and yet the average net 
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yields for the insurance industry have not fallen below 3.5 per cent since 
1900, and were almost 5.5 per cent in 1964. Since 1931, when the average 
annual yield fell below 6 per cent, there was only the seven-year period of 
1945 to 1951 when the average annual yield was under per cent, and it has 
increased every year but one from the 1948 low of 3.57 per cent. (See 


Chart 2-1.) 


Furthermore, any adequate system of taxing income from life insurance 
must recognize that income may arise from favourable mortality and expense 
experience, as well as from an investment yield in excess of that required 


to meet obligations. 


Mutual Aspect. Participating insurance, written by either joint stock or 
mitual life insurance companies, presents further problems in measuring the 
amount of the business income. The tax treatment is best explored by con- 
sidering first the basis on which participating premiums are charged and 


the components of a policy dividend. 


The premium for participating insurance is higher than that for non- 
participating insurance to allow for experience in investment yield, mor- 
tality and expenses that is less favourable than can reasonably be expected 
(and less favourable than that assumed for non-participating insurance). 
Thus, the policy dividend may be viewed as arising from experience more 
favourable than that assumed in setting the premium for the participating 
policy. It has been argued by some that the policy dividend therefore merely 
reduces the insurance coverage to cost. To the extent that the policy divi- 
dend represents results better than those assumed for non-participating 
insurance, that is, to the extent that policy dividends exceed the difference 
between participating premiums and non-participating premiums, this argument 
is unacceptable, because the ensuing income would normally accrue to the 
owner of the business. To the extent that the policy dividend arises from 
experience no better than that assumed for non-participating insurance, the 


policy dividend could be said to be merely a return of "excess premium" which 
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would not be required from a policyholder such as a non-participating policy- 
holder who had no participation in the income of the company. On the other 
hand, the participating policyholder has no contractual right entitling him 


to any dividend. 


However, in our discussion of the taxation of payments received from 
life insurance in Chapter 16, and in our discussion of co-operatives and 
other forms of mutual enterprise in Chapter 20, we emphasize that the only 
consistent and reasonable way to tax distributions by the organization to 
the shareholder, member, or policyholder is to regard such a distribution 
as a distribution of income and therefore to tax it in full in the hands of 
the recipient. We reached this conclusion largely because of the adminis- 
trative problems of determining what proportion of the distribution, if any, 
is a return of capital, that is, the "excess premium" paid. The policy 
dividend therefore should be deductible to the company and taxable to the 
policyholder in somewhat the same manner as business income earned in a 
co-operative and distributed to its members oar However, to the extent 
that dividends are paid out of surplus existing at the effective date of 
the legislation, they should not be taxable to the policyholders and there- 
fore should not be deductible to the company. The rules for determining 
what divideniis would be considered to have been paid out of this surplus 
should be consistent with the rules relating to corporate distributions 
and would be worked out in co-operation with the insurance industry. We 
recommend that a 15 per cent withholding tax should be deducted by the 
company from taxable dividends paid or credited to policyholders. As is 
the case with co-operative enterprise generally, it is possible to "price 
out” participating insurance by lowering the original premium, although 


this possibility would be limited by the need for financial stability. 


Investment Conduit Aspect. The main tax considerations we have discussed 
s0 far have dealt with the surplus earnings created in a life insurance 
business. The surplus earnings arise when the experience in respect of 


investment yield, mortality, and expenses is round to be better tnan that 
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required to meet the liabilities of the business, It must not be overlooked, 
however, that at least 80 per cent of the investment incame of the insurance 
business is required to meet its liabilities, and, accordingly, even if in- 
cluded in the measurement of business income, it would not be taxed because 


liabilities incurred in operations are deductible, 


Some would argue that the investment income is merely incidental to the 
insurance business, and to the extent it is required to meet the liabilities 
it should not be taxed, Viewed broadly, however, all the investments of an 
insurance company which produce income necessary to meet liabilities represent 
an alternative form of saving for the individual, and in this context the 


life insurance company is an investment conduit. 


The avenues for investment now available are such that individuals 
have a practical alternative to saving through life insurance by combining 
personal investment with renewable term insurance, and the tax system should 


not discriminate between the two approaches, 


The appropriate tax treatment of this aspect of life insurance there~ 


fore depends primarily on the treatment of the individual in respect of 
other forms of saving through pension plans, mutual funds, etc,, which are 


dealt with elsewhere in the Report, 


Effect of Tax Treatment on Industry Practice, Because the solvency of life 


insurance companies is important to the public interest, any method of taxing 


them that incidentally encouraged practices that tended to impair the solvency 
of companies could lead to difficulties, However we emphasized earlier that 


protecting the solvency of financial institutions is a matter for the applicable 
regulatory legislation and should not be regarded as a function of taxation, 


The impact of taxation should fall as evenly as possible on participating and 


non-participating business, and on stock and mutual companies, 
Present Tax Treatment 


Income Tax: Canadian Companies, The ordinary provisions concerning busi- 


ness income do not apply to a life insurance campany, Rather, the income of 
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a company, by a special provision, is deemed to equal the amount credited 
to shareholders' account ek/. The amount so taxed does not include amounts 
credited to the non-participating fund contingency reserves, such as invest- 
ment reserves or surplus, both of which are available to shareholders. In 
practice, the amount credited to shareholders' account is usually little 
more than that required to pay dividends on the shares. For example, while 
in 1964 revenues of Canadian insurance companies exceeded expenditures, in- 
cluding policy dividends and a normal increase in actuarial reserves, by 


$90 million, income taxes were paid on an amount of less than $5 million. 


A deduction from taxable income is allowed to the company for the 
portion of the amount credited to shareholders' account that is considered 
to represent (on a pro rata basis) dividends received from taxable Canadian 
corporations and charitable donations made by the company. A pro rata share 
of profits and losses on investments is included in arriving at the taxable 
amount. In the same manner, a Canadian life insurance company includes in 
its taxable income a portion of the income from foreign operations. However, 
a tax credit is granted in respect of foreign income taxes, 25/ and, because 
the latter are usually much higher than the corresponding Canadian income 


tax, there is little or no Canadian income tax on foreign operations. 


As mutual life insurance companies and fraternal benefit societies do 
not have shareholders' accounts, they are in effect exempt from income tax. 
Where a stock company is given permission to mutualize, the payments to 
shareholders to buy them out are specifically exempted from income tax under 
the Canadian and British Insurance Companies Act in the case of a federal 
insurance company, and under section 68B of the Income Tax Act in the case 


of a provincial company. 


Income Tax: Foreign Companies rating in Canada. There are no special 
provisions concerning Canadian branches of foreign companies, and, because 
foreign companies are considered to have no shareholders’ accounts in Canada, 


they are not subject to Canadian tax on the business income from their Canadian 
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operations. The foreign companies are subject to non-resident withholding 
tax of 15 per cent on the portion of Canadian investment income which re-. 


lates to assets in excess of 110 per cent of the Canadian liabilities 26/. 


Premium Tax. A provincial premium tax of 2 per cent is levied on all in- 


surance premiums less policy dividends. 
Summary of Present Tax Revenue. Table 2h-2 presents information on the 
income tax revenues in respect of life insurance business in 1964. 
TABLE 24-2 
INCOME TAXES ON CANADIAN LIFE INSURANCE COMPANIES 


Canadian Income Taxes 


Federal $1463, 557 
Provincial 295,217 $ 1,926,774 
Foreign Income Taxes $15,819,168 


Note: In addition, Canadian companies paid premium taxes of $9,905, 387 to 
Canadian provinces and $5,018,419 in foreign countries. Foreign 
companies paid provincial premium taxes in Canada of $4,966,705 
and Canadian and non-resident shareholders paid about $300,000 in 
Canadian taxes on share dividends received from Canadian insurance 
companies. 


Source: Department of Insurance. 


With only about 50 per cent of the life insurance carried by Canadian 
companies being placed abroad, the $13.8 million paid by them in foreign 
income tax offers strange comparison with the mere $1.9 million paid in 
Canadian income tax. The foreign income taxes paid by Canadian companies 
may also be noted relative to the fact that foreign companies paid no in- 
come tax to Canada on a comparable amount of insurance placed by them in 


Canada. 
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Evaluation of Present 
Tax Treatment 

In view of the main tax considerations discussed above, the present tax 
treatment of the life insurance business must be considered inappropriate 


and unsatisfactory for the following reasons: 


1. The business income of a joint stock company is untaxed except for the 
portion which is credited to the shareholders' account in the financial 


statements. 


Es There is no tax on the business income from mutual life insurance 
conducted by a joint stock company, except for a small percentage 
which may be withdrawn by the shareholders, nor on any of the business 


income of a mutual company. 


De The investment income generated in the life insurance business is 
considerable, and yet most of it is untaxed. This gives the holder 
of life insurance a tax preference over individuals who choose to save 


through some other investment form. 


4, Because life insurance companies are virtually untaxed, the dividend 
tax credit is ineffective as an incentive to investment by them in 
Canadian equities. In fact, the existence of this credit tends to 
lower the rate of return before tax on equity shares and therefore to 
reduce their attractiveness for insurance companies as compared with 


other investments. 


5. The business income of a Canadian branch of a non-resident insurance 
company is not subject to Canadian tax. Substantial tax may be levied 


on it in the country of residence. 


6. While the mutualization of a life insurance company is permitted 
primarily to enable its control to remain in Canada, the procedure 
does enable surplus accumulated in a life insurance business to be 


distributed tax free. 
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{- Because the business income of life insurance companies is virtually 
untaxed, the other sections of the income tax legislation which impose 
restrictions on deductions are relatively ineffective. Primary examples 
are those relating to employer contributions to registered pension and 
other plans, charitable donations, and the rate of write-off of capital 


assets. 


At the public hearings of this Commission it was suggested by the 
Canadian Life Insurance Officers Association that the present provincial 
premium tax serves as a substitute for income tax, but this does not appear 
valid either in principle or in terms of tax revenue. A tax on life insur- 
ance premiums is both a tax on saving and a tax on services. It is nota 


tax on income, and it is not a satisfactory substitute for an income tax. 


It is not uncommon to tax both the income and sales of a business. 
Canada's present income and federal sales taxes do exactly this, and we 
recommend that services should be taxed in the same way as goods. ‘The 
provinces have applied the premium tax to fire and casualty insurance 
premiums, even though these companies are also subject to income taxation. 
It may also be pointed out that in the United States the life insurance 
business is subject to premium taxes as well as to a comprehensive form of 
income tax. However, we have also advocated neutrality in tax treatment 
between competing organizations. Thus, it would not be equitable to continue 
a tax on life insurance premiums when savings invested through competing 
organizations are not subject to such a tax. Because the provinces would 
share in the tax revenues from life insurance profits, they might well 
decide to forgo the revenue from the tax on life insurance premiums. If 
not, then it would be hoped that the premium tax would be extended to apply 


to all forms of contributions to saving plans. 


It has also been mentioned that income generated by insurance is taxed 
eventually because insurance proceeds are subjected to estate tax. The 


same could be said, however, of any form of income which is subjected to 


Lay 


tax and of which the unexpended amount is later subjected to estate tax. 
In any case, while insurance proceeds paid to Canadians in 1963 exceeded 
$600 million, only $50 million were included in assets on taxable estate 


tax returns. 
Foreign Methods of Taxation 


United States. legislation which became effective on January 1, 1958 was 
the first attempt in the United States to tax the life insurance industry 
in a comprehensive fashion. Its provisions were designed to subject to 

tax the surplus which emerges each year in the same manner as corporate 
earnings generally. Under this legislation insurance companies are subject 


to tax on the following: 
1. Taxable investment income, determined in the manner outlined below. 


2. One half of the "underwriting gains", that is, of the excess of net 


income from all sources over taxable investment income. 


5d. Amounts distributed to shareholders or transferred to the shareholders' 
surplus account out of the policyholders' surplus account which arises 
from accumulations of the other half of the underwriting gains and 

of some other amounts which are deductibie in computing underwriting 


gains. 


In the event of an "underwriting loss", this is deductible in full 


from taxable investment income. 


Taxable investment income is the insurance company's share of the 
investment income less investment expenses. This excludes the policy- 
holders' share of investment income which is determined by applying to life 
insurance reserves an interest rate equal to the average earning rate of a 


company on all its assets for the five years ending in the taxation year. 


In determining underwriting gains, an insurance company is entitled to 


deduct dividends to policyholders, except that if there is an underwriting 
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loss, policyholder dividends are deductible only to the extent of $250,000. 
In computing underwriting gains a company may also deduct 10 per cent of 
the increase in reserves for non-participating contracts or 3 per cent of 
the premiums for non-participating contracts, whichever is greater, and 

2 per cent of the premiums for accident and health insurance contracts and 


group life insurance contracts. 


Discussions with people familiar with the life insurance industry in 
the United States indicate that there are a number of technical difficulties 
in the legislation which have not yet been resolved. In view of the sudden 
increase in the tax burden on the industry, however, these technical diffi- 
culties are not surprising. What is more disturbing is that the industry 
is apparently having great difficulty in determining the tax implications 
of different management actions. Part of this difficulty arises from the 
fact that a sharp distinction is drawn between underwriting gains and tax- 
able investment income. We understand that most of the present revenue is 


derived from taxable investment income. 


In addition to the federal income tax, insurance companies are subject 


to premium taxes levied by the states, the most common rate being 2 per cent. 


United Kingdom. In the United Kingdom the life insurance business is 
regarded primarily as an investment operation, and all the investment in- 
come, net of management expenses, but including the portion required for 
actuarial reserves, is taxed. The Revenue authorities have an option to 
tax an insurance business on its trading profit which is measured in a 
manner somewhat similar to that at present used in Canada, but apparently 
this is almost always lower than the investment income and is seldom used. 
Insurance premiums paid by individual taxpayers in specified circumstances 


are allowed to them as deductions from income for tax purposes. 
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Alternatives to Present 
Tax Treatment 

The main requirement of any alternative system of measuring the income 
from a life insurance business for tax purposes would be to impose some 
reasonable limit on the amount which could be set aside for future obli- 
gations, that is, the actuarial liabilities for future claims under out- 
standing policies. There is also a question of how the heavy initial ex- 


penses incurred in selling and writing an insurance policy should be treated. 


Industry Practice. The simplest and most flexible approach would be to 
accept for tax purposes the provisions and write-offs established in the 
financial accounts of an insurance company. The amounts carried to sur- 
plus 2T/ in the statements filed with the Department of Insurance could 
then form a basis for a regular tax on business income. This would amount 
to accepting for tax purposes procedures that have been developed for 
regulatory purposes. These purposes are usually in conflict because, while 
the first looks to the proper reporting of annual income, the second is 
concerned with protecting the policyholder. We have already stated our 
conclusion that regulatory goals can best be attained by direct legislation 
and that tax measures should not be used for this purpose, unless no other 
measure is available, because of the inequity that would result. Accepting 
the es statements would mean that the expenses of selling and writing 
insurance would be written off when incurred, a more liberal treatment than 
is now generally permitted to other taxpayers earning income under long- 
term contracts. Such a system would also create an inducement to defer tax 
by strengthening actuarial reserves by the use of lower interest rate 
assumptions. Such a deferment could have serious effects on tax revenue, 
because a conservative interest assumption in respect of amounts held for 
up to fifty years could prevent the emergence of surplus for a very long 
time. There would be some limit on the extent of such deferment because 


the Department of Insurance would discourage improper increases in reserves, 
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and competition in participating insurance requires the emergence of sur- 
plus for policy dividends. It is unlikely, however, that these influences 
would be sufficient to avoid undue deferment of taxation. There would be 
some discrimination as between different companies, because the large and 
well-established companies could more easily afford to strengthen their pro- 
visions for future liabilities without disrupting their financial positions 
than could their new and smaller competitors, but this discriminatory feature 
would not be unique to the life insurance industry. Because the liabilities 
recorded in each company's own records would determine its tax liabilities, 
there would be pressure on the companies to over-estimate their liabilities, 
an unfortunate result in view of the flexibility now enjoyed fe this respect. 
In addition, such a procedure would allow the life insurance industry a 
degree of flexibility in computing tax liabilities that would not be avail- 


able to other industries. 


Arbitrary Assumptions for Tax Purposes. A second alternative for determining 


the amount of the actuarial provision that could be deducted in computing 
income for tax purposes would be to establish an arbitrary rate of invest- 
ment yield. This rate might be struck as being reasonable for the long run 
and, for tax purposes only, all insurance companies would be required to 
adjust their actuarial provisions to reflect this factor. Alternatively, 
the arbitrary yield rate could be the maximum rate permitted under insurance 
legislation, this rate presumably being sufficiently conservative to protect 
solvency. Or again, the arbitrary yield percentage could be based on actual 
investment earnings of the individual company over an extended period of 
time. From the inquiries we have made, and from experience under the former 
methods of United States taxation, it appears that the use of a similar rate 
for all companies might not be entirely equitable because it would not re- 
flect the individual circumstances of each company in relation to the nature 


of its investments and its policies. 


On the other hand, there is evidence that any attempt to use different 


rates for different companies might lead to inequities and would certainly 
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cause administrative complexity. We regard this latter factor as extremely 
important, for if no system will produce complete equity because of the 
necessity for arbitrary guidelines, it is preferable to employ an approach 
that is readily understandable and can be administered with relative ease 
by both the taxpayer and the government. An arbitrary rate also-makes clear 
beyond all doubt that, while fixed standards may be required for the practi- 
cal necessities of taxation, for other purposes the evaluation of policy 
reserves by the management of individual companies should be undisturbed by 


tax considerations. 


Excess Investment Yield as a Minimum. Because a substantial portion of the 
profit of an insurance operation usually arises from favourable investment 
experience, another alternative would be to ensure that the taxable business 
income was no less than the “excess” investment yield. This is an important 
feature in the United States method of taxing life insurance companies, and 
the formula is intended to identify the excess of the actual investment 
yield over that which would be needed if reserves (or accumulated assets) 
were limited to those needed under current yields. It appears, however, 
that this method might leave substantial profits untaxed, and involves an 
artificial segregation of investment and underwriting profits, which has 
proved to be one of the troublesome features of the United States system. 
Annuities, and Accident 
and Sickness Insurance 

The principal type of annuity written by insurance companies is the 
life annuity, the payment of which begins either immediately upon purchase 
or at some date in the future if the policyholder survives it. Insurance 
policies do not specifically provide for annuities, although such policies 
may provide for a lump sum convertible into an annuity at maturity. About 
90 per cent of the total annuities now in force are group annuities, which 


are usually carried by employers for the benefit of employees. 


The income of a life insurance company which is generated from its 
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annuity business is taxed in the same manner as the rest of its income. 
Therefore, the treatment of income from the annuity business must also be 
considered and co-ordinated with the tax treatment of the life insurance 
business. Annuity premiums are not subject to the provincial premium tax. 
Within limits, an individual may deduct contributions for annuities registered 
for tax purposes, the proceeds from which are fully taxable. Contributions 

by an individual for annuities that are not registered for tax purposes are 
not deductible, and only the interest element in the proceeds is taxable. 

The appropriate tax treatment of annuities from the annuitant's standpoint 


is discussed more fully in Chapter 16. 


In general, the income of life insurance companies from accident and 
Sickness insurance is taxed in the same manner as their income from life 
insurance. Because of the freedom which this procedure provides in setting 
up liabilities allowable for tax purposes, the life insurance companies have 


a competitive advantage over general insurance companies in the same field. 
Proposed Tax Treatment 


Our primary conclusion is that the present system of taxing life in- 
surance business in Canada is quite inadequate Bale A more appropriate tax 
system would recognize the emergence of annual income which accrues to the 
shareholders of the stock companies, to the participating policyholders of 
the mutual companies and the stock companies, or to the members of the 
fraternal benefit societies. We recommend that each of these groups should 
be taxed in a similar fashion. Experience in the United States suggests 
that the system should be as simple as possible and designed in such a way 
that its effect on business transactions will be predictable. Also, it 
should not be discriminatory between different types of business or different 


forms of organization. 


Business Income. The computation of the business income of life insurance 


companies for tax purposes should be based on procedures which permit the 
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deduction of reasonable provisions for future liabilities; that is, of 
reasonable actuarial reserves. Such reserves for tax purposes should be 
calculated using an assumed arbitrary rate of investment yield, rather than 
actual investment yields. The use of an arbitrary and uniform rate would 
reduce complexity to a minimum. The rate to be employed should ensure that 
virtually all companies would deduct reserves which were not less favoumable 
to them than would result from the use of their expected long-term invest- 
ment yield. The arbitrary rate is recommended for administrative simplicity 
in determining income and is not intended as a means of accumulating con- 
tingency reserves. The provisions for future policy claims that are re- 
quired to ensure solvency under the worst of conditions are not necessarily 


those that provide a reasonable reflection of income for tax purposes. 


We believe that the above requirements dictate an arbitrary yield rate 
at the present time for Canadian life insurance actuarial liabilities of 
more than 4 per cent. The actual rate to be employed should be determined 
after discussions between the government and representatives of the industry. 
Our reason for suggesting a rate of more than 4 per cent is that the 20-year 
moving average of the actual investment yields earned on Canadian invest- 
ments by federally incorporated life insurance companies has not dropped 
below 4 per cent in the 1900's 29/. We appreciate that the conservative 
redress ts valuation procedures employed by these companies tend to increase 
the yield rates. However, this overstatement is probably more than com- 
pensated by the omission of property gains from the computations. Therefore , 
a rate of over 4 per cent would permit the companies to report their pro- 
visions for tax purposes on a very favourable basis. The arbitrary rates 
could be changed if a long-term trend in investment yields warranted an 


adjustment. However, we would not expect such adjustments to be frequent. 


The rate suggested above refers specifically to Canadian business. 
Because the yield on foreign investments acquired to provide for foreign 


liabilities is unlikely to be the same as for Canadian business, it would 
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not be equitable to apply the Canadian rate to all business. If our re- 
commendations in Chapter 26 are accepted, there would be little difficulty 

in this regard because foreign source direct investment income from designated 
countries would then be eligible for an arbitrary foreign tax credit when 
received, regardless of the actual level of underlying tax, Nevertheless, 
some foreign source income would not qualify for such treatment, and in 

this case a different arbitrary rate should be determined, based upon the 


relative investment yields in Canada and the foreign jurisdiction. 


Actuarial liabilities for tax purposes should be established on the 


net level premium basis, 


In Chapter 22 we suggest that expenses which contribute to earning 
income over a number of years should either be written off as incurred or 
should be capitalized and amortized through capital cost allowances. The 
expenses of obtaining new insurance business should receive the same treat- 
ment as would be accorded to similar expenses by other businesses, namely, 


an immediate write-off of most expenses, 


As in all businesses, gains or losses on investments should be in- 


cluded in business income, 


The above recommendations concern the computation of tax liability only. 
The provisions for tax purposes should not depend in any way on what the 


companies record in their fiscal accounts. 


All the above provisions are liberal when compared with our recommenda- 
tions for industry generally. Under these provisions, a new life insurance 
business would not pay any income tax for a number of years, although most 
existing life insurance companies would immediately begin to pay substantial 
income tax. However, the impact on the shareholders of insurance companies 
of taxing life insurers on the full amount of their earnings would not be 
as substantial under our proposals as it would have been if the companies 


were subject to the full rates of tax under the present system, because the 
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integration of corporation and personal income tax would permit the tax burden 


to be limited to the personal rates of the resident individual shareholders. 


However, in the case of a mutual life insurance company there would be 
no shareholders to whom undistributed earnings could be attributed, while 
in the case of a stock company most of the undistributed earnings from the 
participating business would be allocated to the policyholders and not to 
the shareholders, We have indicated in this Report that a corporation or 
other organization should not in itself be regarded as having a tax-paying 
capacity but as being an intermediary for the "owners", or the persons who 


have residual claims against it. 


We have proposed that when the 50 per cent tax was levied on a corpo- 
ration it should be entitled to allocate to its shareholders the earnings 
which had been subject to tax in the hands of the intermediary but had not 
been distributed in cash. Canadian residents would then include the amounts 
allocated to them in income, grossed-up to include the tax paid by the in- 
termediary, and would obtain a credit for this tax, This procedure, if 
adopted, would apply to the shareholders of stock life insurance companies, 
A treatment which would be consistent in principle would be to permit stock 
companies to allocate to participating policyholders the earnings which 
arose from participating insurance (other than the shareholders’ proportion 
of those earnings) and to permit mtual insurers to allocate to their par- 
ticipating policyholders all of the income which arose from their life 
insurance business, Canadian resident policyholders would then include in 
income the amounts allocated to them, grossed-up to include the tax paid 
by the insurer, and would receive a credit for that tax, However, in the 
case of income allocated to participating policyholders the situation would 
not be exactly parallel to that existing for shareholders, There would be 
the question of when, if ever, the accumulated income might be distributed 
to the policyholders. Also, as we recommended in Chapter 16 that mortality 
gains should not initially be subject to tax and as the policyholder interest 


in a life insurance policy is not readily marketable, there would be a question 
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of how the policyholder should record ror tax purposes the amounts allocated 
to him, It would therefore be necessary for detailed regulations to be 


developed after discussions between industry and Department officials, 


Policy Dividends. Consistent with our recommendations for other forms of 

mutual and co-operative activity which are contained in Chapter 20, policy 
dividends should be deducted in arriving at the business income taxable to 
the insurance company, The policy dividend should be treated as a distri- 
bution of business income and should be subject to a withholding tax of 15 


per cent. 


Investment Income, Discussion of the tax treatment of the investment income 


credited to policy reserves is contained in Chapter 16. The investment 
income in excess of that portion credited to policy reserves would, under 

the procedures discussed above, be included in income and taxed in the same 
manner as income of other corporations, Thus, the life insurance company 
would include dividends received from Canadian companies in its income on 

a grossed-up basis, and would obtain credit for the corporation income tax, 
This should prove to be a substantial incentive toward investment in Canadian 


equities, 


Branches of Non-Resident Companies, Branches of non-resident companies 


should be taxed in the manner set out above for Canadian companies, Because 
non-resident companies do not ordinarily file operating statements with the 
Department of Insurance, a special calculation would be required, based on 

a proration of the results of the entire operations of each non-resident 
company, This would involve an allocation of head office expenses to the 
Canadian business and of a portion of policyholders' surpluses to Canada, 

To the extent that assets were held in Canada in excess of the actuarial 
reserves, the investment income on that excess could be taxed at the ordi- 
nary non-resident withholding tax rates as at the present time, In addition, 
it would be necessary to extend to life insurance companies the special tax 


on branch profits that is applicable to other businesses. 
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Administration, Under a comprehensive method of taxing life insurance 
companies, it does not seem reasonable to expect the Department of Insurance, 
which has responsibility for supervising industry practices, to ensure that 
policy liabilities will be met and also to determine whether the tax liability 
has been correctly calculated, Therefore, we suggest that certain members 

of the tax administration should become sufficiently familiar with the indus- 
try to be able to assess its taxation and that they should work in conjunction 


with the Department of Insurance, 


Accident _and Sickness Insurance. Income of a life insurance company from 
accident and sickness insurance should be taxed in the same manner as that 


recommended for the general insurance business in Chapter 25. 


Interest_on Funds Left on Deposit. Insurance companies pay interest on 
policy dividends and other policy proceeds that are left with them by 
policyholders. We understand that this interest is not always reported as 
income by the policyholder, Because the assets held on deposit are sub- 
stantial, over $900 million in Canadian companies at the end of 1964, the 
requirements for reporting this income to the government and to the policy- 
holder should correspond to those for investment income generally. Thus, 
the companies should be required to report the income and withhold tax of 


15 per cent, 


Effect on Tax Revenue, The revenue which would be produced by taxing income 
of insurance companies in the manner outlined above, based on its full 


application to 1964, is indicated in Table 2h-3, 
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TABLE 24-3 


APPROXIMATE TAX ON THE BUSINESS INCOME 
OF LIFE INSURANCE CORPORATIONS 
(millions of dollars) 


Canadian Federal Companiesmamount carried to 
surplus (less net losses on investments) 
plus the estimated adjustment resulting 
from the use of a 4 per cent rate to 
provide actuarial liabilities $143 a/ 
Less—Foreign portion, say, 30 per cent b/ hh % 
9 


Foreign Companies, say, two sevenths of the 


income of Canadian companies hy 
Total taxable business income $140 
Corporation tax thereon at 50 per cent $70 c/ 


Additional 15 per cent non-resident tax on 
branch income and on dividends paid to 
non-residents 5 


Provincial companies and fraternal benefit 


societies 
Od 


a/ Amount carried to surplus, less loss on investments, 
per Report of the Superintendent of Insurance. $90 million 
Adjustment of actuarial provision for year to 
reflect an interest rate assumption of 4 per 
cent instead of the existing rates which 
appear to average out to approximately 3 per 
cent 


Los 
$143 million 


b/ It was assumed that after allowing for foreign taxes on the foreign 
income of Canadian companies there was no additional Canadian tax 
to be paid, 


c/ The tax paid at-the corporate level would be offset by credits to 
resident shareholders of approximately $15 million and might also 
be offset by credits of most of the balance to resident policyholders 
if allocations to them were provided for, 


d/ Subject to the effect of integrating corporation and personal income 
tax, this figure can be compared with estimated revenue of $2 million 
under the present system of taxation as detailed earlier in this chapter. 


Leg 


Transitional Provisions 


Taxation of Business Income, Because the measurement of business income is 


based on earnings in excess of those required to meet liabilities, implementa- 
tion of our proposals should not cause financial difficulties, The effect 

of our proposals on stock companies would be to levy income tax on the income 
as it was earned, rather than to wait until it was eventually distributed. 
Although this would only bring the taxation of shareholders of companies in 
the insurance business into line with the treatment of other shareholders, 

it would change what has amounted to a permanent tax deferral into an im- 
mediate tax liability, It should also be noted that under our proposals 

the burden of tax on income allocated to shareholders or participating 
policyholders would be limited to the rate of individual income tax applicable 
to the shareholders or participating policyholders, Nevertheless, our pro- 
posals would reduce substantially the future retained earnings and the cash 
flow of stock life insurance companies, It is possible that some portion 

of the taxes paid might be passed on in the form of higher premiums on new 
policies, and in the form of reduced dividends on existing and future par- 


ticipating policies, 


The position for mutual life insurance companies would be somewhat 
different from that outlined for stock companies, Because the income of a 
life insurance company is at present only taxed when transferred to a 
shareholder's account, and because a mutual company has no shareholders, the 
mutual life companies are at present effectively exempt from taxation. In 
the case of both stock companies and mutual companies, the burden of tax on 
income attributable to resident policyholders might be limited to the rate 
of individual tax of those policyholders, The comments made above concerning 
the impact of these proposals on policyholders apply equally to policyholders 


of a mutual life company 30/. 


Therefore, we recommend that our proposals should be implemented in full 
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immediately, with no provisions for a transitional period, We also 
recommend that all business income should be taxed, including the income 
derived from policies issued prior to the date of the implementation of our 


proposals, 


Surpluses Accumulated Tax Free in the Past. A tax on the annual earnings 


of life insurance companies should take into account the treatment of sur- 
pluses accumulated tax free in the past, For Canadian insurance companies, 
such surpluses, including special contingency reserves, amounted to over 


$900 million at the end of 1964, 31/ 


It would be virtually impossible to impose taxation on surpluses ac- 


cumulated in the past by foreign companies, 


Surpluses accumulated in the past by mutual companies on all their 
business, and by stock companies on their participating business (other 
than the 2,5 per cent to 10 per cent share of participating business profits 
that could eventually be credited to the shareholders) , are exempt from tax 
under the present legislation, and accordingly tax should not be imposed on 
them, The surpluses remaining, mainly from the non-participating business 
of Canadian stock companies, are taxable under the present legislation upon 
transfer to shareholders, and, accordingly, provision might be made to tax 
them under new legislation, The amount of such surpluses relating to 
Canadian business, including the recommended adjustment of actuarial lia- 
bilities, would amount to almost $300 million. Alternatively, it could be 
argued that in the ordinary course of events the tax on surpluses accumulated 
in the past would have been postponed indefinitely under the existing legis- 
lation, and that to tax them now would discriminate against the stock compa- 
nies, It should also be noted that most of the surplus retained by the 


insurance companies has not yet borne any corporation tax, 


We recommend that the surplus on hand at the effective date should 


continue to be subject to the 50 per cent corporation income tax if and when 
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it is credited to shareholders' accounts, but when paid out in the form of 
dividends it should be treated in the same manner as for other corporations, 


that is, as a reduction in the cost basis of the shares, 


Another transitional problem concerns the opening balance, for tax 
purposes, in the provision for actuarial liabilities, At eens all 
companies use an investment yield rate of 3.5 per cent, or less, for deter- 
mining their life insurance liabilities, while we recommend that a rate 
higher than 4 per cent should be employed, We recommend that, for tax 
purposes, the surplus accounts at the effective date should be increased by 
the amount required to reduce the provision for actuarial liabilities to the 


amount determined under the new rate to be employed. 
CONCLUSIONS AND RECOMMENDATIONS 


BANKS, TRUST COMPANIES, MORTGAGE 

AND LOAN COMPANIES, AND FINANCE 

AND CONSUMER LOAN COMPANIES 

a Financial institutions should, in general, be taxed in the same way as 
other taxpayers, Federal and provincial legislation provides for the 
solvency and liquidity of most of these institutions, and we do not 


feel that income tax legislation should be made to help serve the 


same purpose, 


2 The treatment of the reserves of financial institutions should be 
altered to conform to general practice as followed in determining 
taxable income of other taxpayers, and should not provide for con- 
cingencies, However, to reduce complexity and uncertainty these 
institutions should be allowed to provide for losses on designated 
kinds of loans on an arbitrary basis, as an alternative to the 
specific valuation of individual loans, The present use of arbitrary 
allowances for banks and mortgage lenders shouia therefore be con- 
tinued, but, the level of rates should be considerably reduced, In 


the case of banks the rate should be reduced from approximately 3.5 
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per cent to variable rates, applicable to fewer assets, of something 
less than 2 per cent, and, in the case of mortgage lenders, from 3 
per cent to about 1 per cent on most mortgages and to something less 
than 2 per cent on the riskier mortgages. In the case of banks only, 
an alternative arbitrary allowance against loans of up to seven times 
the average loss experience for the previous five years should also 


be available on an optional basis, 


Federal and provincial securities with maturities exceeding one year 
which are held by financial institutions should be valued on an 
amortized basis, and should be eligible for an arbitrary allowance 


of one half of 1 per cent of the amortized value. 


The special provisions with respect to mortgages contained in section 
85G of the Income Tax Act should be extended to all taxpayers (except 
banks), whether or not they are in the mortgage business. The exclusion 
of insured mortgages should be extended to privately insured mortgages, 


and the percentage rates should be reduced as indicated above, 
INSURANCE COMPANIES 


The business income of resident insurance companies, whether organized 
as stock or mutual companies or as fraternal benefit societies, should, 
in general, be determined and taxed in the same way as the business 


income of companies in other industries, 


An arbitrary investment yield assumption should be specified for use 
in estimating the actuarial liabilities for tax purposes, A rate 
exceeding 4 per cent would appear to be appropriate for determining 


life insurance liabilities, 


Policy dividends (except those paid out of surplus existing at the 
effective date of the legislation) should be deductible in computing 


the income of the paying company and should be included in the incomes 
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of the recipients, They should be subject to a withholding tax of 15 


per cent, 


The business income of Canadian branches of non-resident insurance 
companies should be taxed in the same manner as the business income 
of resident companies, They should also be subject to the sels tax 
on branch income as is applicable to other non-resident companies with 


branches in Canada. 


Resident insurance corporations should be entitled to follow the gross- 
up and credit procedure in respect of dividends from resident companies 


that we recommend in Chapter 19. 


Stock companies should be entitled to allocate to shareholders the 
income which is attributable to them in the same manner as any other 
corporation, It would also be desirable for both stock and mutual 
companies to allocate to particivating policyholders the income which 
is attributable to them, The amounts allocated to resident share- 
holders and policyholders would be included in their incomes, grossed- 
up to include the corporation tax, and they would be entitled to credit 


for the corporation tax, 


Interest on funds left on deposit with insurance companies should be 
reported to the tax authorities and should be subject to a 15 per cent 


withholding tax, 


Surplus at the effective date of the legislation should be adjusted 
for tax purposes to reflect the revision of actuarial liabilities, 
Such surplus would continue to be taxable if credited to shareholders’ 


account, 
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Section 11(1)(e). 


Depreciation provisions constitute an important determinant of income 
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Disputes may also arise over the right to make deductions. For 
example, the right of acceptance companies to claim losses in respect 
of wholesale or retail "paper" purchased has never been clearly estab- 
lished, but by departmental practice such claims have been allowed 
because the finance contracts have been regarded as "accounts receiv- 
able" or "inventory". In Ted Davey Finance Co, Ltd. v. M.N.R., [1965] 
Ex, C.R. 20, the Exchequer Court threw some doubt on this practice by 
finding that (1) a sale of such commercial paper was not a sale in the 
course of trade, (2) section 85D dealing with the sale of accounts 
receivable did not apply, and (4) the commercial paper was not "inven- 


tory”. 


The fact that the anticipated income has not been earned, of course, 


does not affect the loss potential. 
Bank of Canada, Statistical Summary, February 1965, p. 90. 
Royal Commission on Banking and Finance, Report, op, cit., p. 386. 


Computed from Superintendent of Insurance, Report on Small Loan 


Companies and Money Lenders Licensed Under the Small Loans Act, 


Ottawa: Queen's Printer, 1963. 


a3/ The following percentage distribution of loan accounts outstanding by 
size at September 30, 1962, was prepared from figures in Royal Commission 
on Banking and Finance, Report, op. cit., pp. 132 and 134. 


No. of Outstanding 
Accounts Amounts 


(per cent) (per cent) 


Category Under authorization of: 
a Less than $10,000 96.3 30.9 
2 $10,000 to $100,000 19.4 
5 ey 
5 $100,000 to $1,000,000 23.6 
4 $1,000,000 or more AS joys 
100.0 100.0 
Number and Amount 2,068 ,105 $7,033,000 ,000 


a/ This figure pertains to categories 2 and 3. 


1h/ There are few published data on mortgage losses. Information concerning 
a major mortgage company and information supplied by the Department of 
Insurance relative to Canadian life insurance companies suggest that the 
average annual net losses over this period have been approximately one 
fifth of 1 per cent.*~ When’a mortgage is foreclosed, theeventual loss 


is usually only a small proportion of the amount defaulted. 


The Dominion Mortgage Association has completed a survey of its members 
for the 1929 to 1948 period that shows an average annual loss allowance 
of just over two thirds of 1 per cent. However, representatives of the 
Trust Companies Association pointed out that losses since 1948 have been 
virtually non-existent. The annual average loss experience is only 
significant in indicating the magnitude of the losses that will be 
chargeable against the allowance. Therefore, perhaps a more useful 
comparison is the insurance fee of 2 per cent charged on the initial 
value of National Housing Act mortgages. In this case, it would appear 
that the allowance built up with these fees will be quite sufficient to 
take care of expected losses, even though the risk of loss on such mortgages 


is considerably greater than on most conventional first mortgages. 


35/ The write-off for tax purposes itself does not affect the taxpayer's 


right of collection. 
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16/ See Chapter 22 for further discussion on the meaning of "loss". 


17/ Figures supplied by the Department of National Revenue for nine 
companies in the mortgage business indicate a tax allowance at the 
end of 1963 of under 2 per cent in all cases. Three companies had an 
allowance of under 1 per cent, and all but one were under 1.5 per cent. 
However, the 1965 legislative amendment permitting a larger annual 


provision will have caused some increase in the percentages. 


18/ Figures supplied by the Department of National Revenue for six finance 
companies indicate that the tax provision at the end of 1963 ranged 


from one quarter of 1 per cent to 2 per cent of outstanding accounts. 


19/ The cost of protection and the benefits derived therefrom affect the 
taxable capacity of the individual. The appropriate tax treatment of 


the individual is considered in Chapter 16. 


20/ Fraternal benefit societies may alter the terms of their contracts by 


by-law, but rarely if ever do so in practice. 


21/ Summary for the five companies which mutualized (thousands of dollars). 


Policyholders' 
Excess Surpluses as at 
Total Surplus (Paid December 31 of Year 
Amount in out of Prior to Start of 
Paid Share- Policy- Mutualization 
for Capital holders' holders’ Non-Parti- Parti- 
Companies Shares Account Fund Surpluses ) cipating cipating 
Canada Life 
Assurance Co. $22,000 1,000 1,208 19,792 9, 22k 20, 882 
Confederation 
Life Assoc. 18,000 1,000 719 16,281 13,402 16,548 
Equitable Life 
Insurance Co. L253 327 4OO 3,526 2,488 (1,077) 
Manufacturers' Life 
Insurance Co. 1,250 el 500 2,254 S616 14,736 23,812 
Sun Life Assurance 
Co. of Canada 65,000 2,000 2,426 60,574 er 7536 129,019 


Source: Information supplied by the Department of Insurance. 
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It should be noted that the investment yield assumption employed in 
setting premiums might be slightly higher than that used in calculating 


policy reserves. 


Although the participating policyholder, unlike the co-operative member, 
has no contractual right to share in surplus earnings, nevertheless the 
participating policyholders as a group have ultimate ownership of the 
surplus earnings of the participating business, and the suggested treat- 


ment would reflect the extent to which this participation takes place. 
Section 30. 
Income Tax Act, section 41(3) and Regulations, Part XXIV. 


Regulations, sections 802, 803. 


The amount carried to surplus does not include the regular actuarial 
provisions for future policy claims and policy dividends; it does 
include an adjustment for profits and losses on disposal of invest- 
ments, special increases in provisions for future policy claims, 


changes in special reserves, and dividends to shareholders. 
We discuss the treatment of policyholders in Chapter 16. 
See Chart 2h-1. 


Our recommendations concerning policyholders, including those who 


receive policy dividends, are given in Chapter 16. 


Adjustment of accumulated policy reserves to reflect the proposed 


arbitrary rate would increase this amount by over $800 million. 
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CHAPTER 25 
OTHER INDUSTRIES 
FARMING 


In 1961, Canadian commercial farms, defined as farms with sales of 
agricultural products of $1,200 or more, numbered some 353,000. In the same 
year over 200,000 individual farmers filed tax returns, of whom some 74,000 


paid about $27 million tax on a total income of approximately $323 million. 


Table 25-1 gives this information by provinces. 


TABLE 25-1 
Number Number Income 
of of Number Reported 
Farms Farms of by 
with with Farmers Taxable Taxes 
Total Sales Sales Reporting Farmers Paid 
Commercial over over Texable (thousands (thousands 
Province Farms ma $10,000 Income of dollars) of dollars) 
(1) e (3) 2 
Nfld. 456 169 93 n/a n/a n/e 
P.E.I. 4,530 1,210 915 168 579 34 
N.S. 4 939 1,569 633 555 1,213 oT 
N.B. edale 502 SOT 434 1,865 144. 
Que. 62,497 15.722 Seta Oa 4,761 42g 
Ont. 90,345 43,091 19,190 19,339 90,262 8 , 086 
Man. 55 9522 12 Fo). jy eED 5,945 22,219 Prey oa 
Sask. 82,285 cafo Wyeds 8,961 2h. 361 LOST 52 S146 
Alta. 58,698 26 , 186 10,210 19,000 SShe7 7,229 
B.C. 10,902 5,289 2,746 4,491 14,754 1 ear 
353,290 140,260 49,841 74,102 422,938 26,807 
Sources: Columns (1)-(3). Dominion Bureau of Statistics 1961 Census of 


Columns (4)-(6). 


Canada: Agriculture, Bulletin 5.1-1, Ottawa: 
Queen's Printer, 1963, p. xii. 
Department of National Revenue, Taxation 


Statistics, 1963, Ottawa: Queen's Printer, 
1963, Section II, Table 8. 
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The taxation of farming income must take into consideration the special 
characteristics of this natural resource industry, the vagaries of nature and 
markets, the prevalence of small individual operators, and the close rela- 
tionship of personal and business activities. On the other hand, if equity 
is to be achieved, the importance of these special characteristics must be 
considered in comparison with those encountered by taxpsyers in other lines 
of endeavour. In making this comparison it is necessary to keep in mind the 
changes which have been taking place in agriculture and, in particular, the 
increase in the size of the farm unit, the increased technical assistance from 
government authorities, improved marketing arrangements, and the increased use 


of scientific knowledge and business methods. 


In the Canadian tax system there are numerous provisions and practices 
designed for the special circumstances of farming. Statutory provisions in 
the Income Tax Act permit the cash basis of reporting income ‘, and the averag- 
ing of farm income, 2/ and restrict the deduction of "hobby" farm losses se, 
The Regulations permit straight-line depreciation h/. Departmental practice 
provides, under the "basic herd" directive, 5/ for the treatment of productive 


livestock as a capital asset. 


In general, we have found that many of the special tax provisions and 
practices are no longer appropriate. Because of the changing nature of the 
industry, farmers, or at least those with larger incomes, should now be able 
to report income on a basis similar to that followed by other small business- 
men. Special tax treatment intended to meet the special circumstances of 
agriculture has in turn led to significant inequities, anomalies and loop- 


holes, and to administrative difficulties. These are discussed below. 
Cash Basis of Computing Income 


Income from farming or a profession may be computed on a cash basis 
under the present tax legislation, whereas income from other businesses is 


basically the "profit" therefrom, such profit being generally determined on 
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the accrual basis. Because the cash basis seldom gives an accurate measure 
of income, and usually results in an understatement of income because of the 
non-recognition of assets, we recommend that its use should be prohibited 
unless the farmer is an individual whose principal source of income was farm- 
ing and his gross revenue from farming was less than a specified sum, say, 


$10,000. This recommendation has many implications for agriculture. 


The failure of the cash basis to reflect accounts receivable and payable 
would not materially affect the income of most farms, but its failure to take 
inventories into account is serious because of the substantial inventories of 
livestock or grain which are maintained on many farms, In such cases, the 
cash basis permits the cost of building up the inventories to be deducted 
immediately, thereby giving the farmer the advantage of a tax deferment equal 
to the tax which would have been exigible on an amount equal to the cost of 
the inventory. It is true that the advantage under the present tax system is 
only a deferment of tax in that the cost would ultimately be allowed as a 
deduction; however, the deferment is equivalent, in relative terms, to an 
interest-free, unsecured loan, which could be of material amount, and is not 


granted to business generally. 


The cash basis of computing income has also created an extra incentive 
for wealthy individuals to establish a farm as a secondary endeavour, because 
losses reported for the early years of operation would be artificially high 


due to the write-off of the costs of building up inventories and other assets. 


The cash basis of computing farm income also produces results which would 
be unfavourable to the farmer, and has necessitated special relieving treat- 
ment. For example, upon a dispersal sale of a herd due to the death or re- 
tirement of a farmer for any other reason, the entire proceeds would be subject 
to tax in one year under the cash method. When a farmer is engaged in produc- 
ing livestock or livestock products for sale, this problem has been relieved 
by the practice of treating the original purchase and ultimate sale of a basic 


number of animals as a capital non-taxable transaction. This is based on the 
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principle of the "basic herd". This procedure has been satisfactory to the 
farming community, but it is unauthorized in the legislation and, as will be 
explained below, it has produced anomalies and loopholes. It is also ques- 
tionable in principle, even under the present tax system, let alone under the 


comprehensive tax base which we propose, 


There are therefore compelling reasons for requiring farm income to be 
computed on an accural basis; there remains the question of whether there 
would be undue difficulty for the farmer in computing income on this basis. 

It is likely that the cash basis for farm income became established, by 
practice and legislation, mainly because of the rudimentary records and 
business practices used in the industry in the past. However, an ayoution 
has been taking place in farming in recent years, with an increase in the 

size of an economic farm and an attendant increase in capital employed in 
buildings and machinery; successful farming operations are now more similar 

to those of business generally. In view of these developments and the fact 
that only about one farmer in ten is taxable, we believe that most of the 
taxable farmers are probably already maintaining sufficient information to 
adjust cash records to an accrual basis. This is not to say that an exact 
determination of farm income could be expected, because the typical farm rep- 
resents a complex manufacturing operation. We therefore suggest that the 

tax authorities, in consultation with representatives of the industry, develop 
guidelines for methods of valuing inventories at the lower of cost or market. 
The objective, it should be emphasized, is not to take up revenue before it 

is realized, but to defer the deduction of the cost of inventories until their 


disposal. 


Special Problems in Valuing Livestock, The principle of a basic herd, that 


is, a number of cattle treated as a capital asset, was established under a 
directive of the tax authorities to relieve the problem faced by a farmer upon 
a dispersal sale when he had been computing income on a cash basis. Under 


this procedure a farmer may elect to set up a certain number of cattle as a 
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basic herd, in which case he does not deduct their cost from income and, 
upon reduction in the number of such animals by sale, the proceeds are not 
taxable. As we have said, this procedure has proved satisfactory to the 
farming community, and we received some representations that it should be 


supported by legislation. 


Upon detailed examination, however, we have found that the basic herd 
procedure is an undue administrative burden and results in significant 
inequities and anomalies. For example, because the practice of treating 
productive livestock as a capital asset is not supported in the legislation, 
and probably would not be supported by the courts, it has remained possible 


for a farmer to claim a loss on disposal of a basic herd. 


We understand that it has proved very difficult to determine for an 
established herd the number of animals whose acquisition costs did not 
reduce taxable income. For example, if a farmer has been on a cash basis, 
and a herd had been established in years for which records are no longer 
available and when losses as well as profits were incurred, it is not pos- 
sible to establish whether the purchase price of the animals had reduced 
taxable income. We understand that most of the farmers applying to use the 
basic herd principle recently have been those who have had herds since 1947, 
and that this problem of establishing whether the animals’ costs had been 
charged against taxable income still persists. For a farmer who has con- 
sistently been on the accrual basis, it is evidence that the acquisition 
costs had not been charged to taxable income to the extent that an inventory 
value was set up. However, in view of the method of inventory valuation 
which will be referred to below, the capitalization of the basic herd can 


be achieved at arbitrarily low values. 


We have therefore concluded that the basic herd procedure should be 
discontinued except in those cases in which the farmer is permitted to con- 
tinue his accounting on the cash basis. The continuance of this restricted 


use of the basic herd procedure should be established by legislation. The 
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difficulty arising upon the dispersal sale of a herd when using the cash 
basis of reporting income will not arise to the same extent under the ac- 
crual basis of accounting. Where there are abnormal profits resulting upon 
the final realization of a herd, the farmer will have recourse to the 
averaging provisions which we recommend. Because of the difficulties of 
ascertaining the actual cost of productive livestock, its inventory value 


might best be determined by using a conservative proportion of market value. 


We should also mention section 1802 of the Regulations which, in general 
terms, permits a cattle breeder to value each animal of a species for in- 
ventory purposes at the same value as in the closing inventory of the previous 
year, or, if it is a new species, at a value comparable to that used by other 
taxpayers in the taxation district. In view of our general recommendations 
in Chapter 22 that inventories should be valued at a reasonable approxima- 
tion of cost and that business inventories generally should be related to 
current costs even under the last-in-first-out method, this particular 
regulation for cattle breeders represents an unjustified exception and 


should be removed. 


Transitional Features. The adoption of the accrual basis by taxpayers now 
on the cash basis would involve the immediate imposition of tax on the value 
of inventories and accounts receivable less accounts payable. Although this 
would only result in the immediate collection of tax that would have eventu- 
ally been paid, in many cases it could result in severe hardships. We 
therefore recommend that the cost basis of the farm land as at the transi- 
tion date, which would be its fair market value at that date and which 
would have to be determined for the taxation of property gains in any event, 
should be reduced by the amount of the net adjustment required to put the 
farm business on an accrual basis (in the case of the farms which go on that 
basis). The effect of this adjustment would be to defer bringing into in- 


come, until the farm was disposed of, the amount of the accrual adjustment. 


Further discussion of the accrual adjustment is contained in Chapter 22 


as it would apply to all businesses now on the cash basis. In Chapter 22 we 
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recommend that the requirement to compute income on the accrual basis should 
not apply in cases where gross revenue was less than, say, $10,000 a year 
pending the rendering of assistance to these small businesses in putting 
their records in order. Where a cash basis was continued, so also should 


the use of a basic herd be continued if applicable. 


The tax value of the basic herd should also be increased to current mar- 
ket values, but in this case the amount of this adjustment should be regarded 
as a tax-free gain as would be the case on a sale of the basic herd under the 
present practice. This would involve a valuation of the basic herd as at the 


effective date of the legislation. 
Personal Aspects of Farming 


The segregation of personal and business factors is particularly aiffi- 
cult in farming operations in two main respects. First, the farmer usually 
lives on the farm, and consequently there has to be an apportionment of 
specific expenditures on the house intc business and personal elements, and 
an identification of the produce consumed personally. Second, while almost 
every farming enterprise involves certain expenditures of a personal nature, 
there are some situations where a farm operation as a whole is carried on for 


personal rather than commercial reasons. 


Specific Expenditures. The deductibility of specific farm home expenses is 
governed by the general provisions of the legislation applicable to income 
from a business or property, which allow a deduction for expenses incurred 
for the purpose of earning income, 6/ if they do not represent personal or 
living expenses The In applying these provisions to farming, the following 
guidance is given in The Farmers' and Fishermen's Guide, published by the 
tax authorities: 

"Tf the home on your farm is used to earn farm income you may claim 

an amount not exceeding one quarter of all repairs to the home and 

a reascnable portion of the cost of light, power, taxes, telephone 


and fire insurance. 


"For a farm home, the capital cost allowance is based on not more than 
one fourth of the cost.” 
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In practice, it is understood that the total cost of light, power, taxes, 
telephone and fire insurance is usually allowed. If the house is more 


luxurious than normal, the deduction permitted may be lower. 


It appears to us that this practice is not in accordance with the pro- 
visions of the legislation referred to above, and we recommend that it be 
brought into line with that accorded other taxpayers such as doctors and 
storekeepers who use certain facilities both for business and personal pur- 
poses. If the determination of a reasonable portion in each case is too 
difficult to administer, a small percentage of all farm home expenses might 
be universally allowed, additional amounts being permitted only where sup- 


porting evidence was given to JUuStiry “it. 


With respect to farm produce consumed personally, the practice is to add 
to the income of the farm the out-of-pocket cost of such produce, and this 
appears satisfactory because it does not seem practical to impute an element 


of profit to it even though the economic benefit is greater than the cost, 


"Hobby" Farming. There remains for consideration the treatment of those 
farm operations carried on as a hobby or sideline 8/. The motives may be 
varied: e natural interest in agriculture, a country place for recreation, 
future land development, creation of an asset out of what otherwise would 
have been highly taxed income (especially if the farm operation is reported 
on a cash basis), and so on. Aside from the proper separation of the income 
from the business element, how is the personal element to be segregated? 


When does it become predominant? 


The general approach under the present legislation is to limit the deduc- 
tion of a farm loss in a year to a maximum of $5,000 where the taxpayer's 
chief source of income for the year is neither farming nor a combination of 
farming and some other source 9/. Any balance of a loss unabsorbed may be 
applied against farming income in other years under the ordinary loss carry- 
over rules. This provision has, however, had a two-sided effect: a limita- 


tion on one hand but, on the other, an apparent invitation to claim a limited 
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deduction for any farming operation. We do not have any exact figures of 
the farming losses claimed by individuals in occupations other than farm- 
ing 10/. Unpublished figures supplied to us by the Department of National 
Revenue for taxpayers in Canada reporting income of over $100, 000 in 1960 
show that, out of S49 such taxpayers, 59 reported farm operations-and 52 
reported losses. Of these losses, 31 were in maximum amount of $5,000, ..In 
view of the prevalence of losses in these part-time farm operations, it is 
perhaps reasonable to conclude that many of them were maintained for pre- 


dominantly personal rather than business purposes. 


Modifications can be made to improve the present legislation, We recom- 
mend that accrual accounting be required for larger farm operations, that a 
more concerted effort be made to disallow for tax purposes expenditures of a 
personal nature, that there be a reduction in the top personal rates of tax, 
and that gains on land transactions (above the recommended exemption for 
specified cases) should be included in the tax base. These measures should 
lessen the incentive for taxpayers to use farming of a personal or hobby 


nature for their tax advantage. 


Another possible change could be the removal of ministerial discretion 
in connection with the "chief source of income" test, and basing that test on 
farming activity over a number of years rather than on one year. Alternatively, 
a maximum lifetime limit, say, $15,000, could be placed on the net amount of 
farm losses which could be claimed against other income, the balance of any 
losses to be allowed only against farm income in the future. This would give 
the bona fide farmer some time to get established, but after that he would 


have to make profits in some years in order to claim losses of other years. 


We concluded, however, that the existence of "hobby" businesses was not 
limited to farming, and that, as part of an effective prohibition against 
the deduction of personal expenditures, it would be necessary to adopt a 
broader legislative provision. In addition, we concluded that further at- 


tempts to define "hobby" farming were unlikely to be any more successful 
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than past efforts, and that a more arbitrary and certain guideline was 
needed to indicate when losses should be disallowed as being of a personal 
consumption nature. Therefore, as we indicate in Chapters 9 and 22, we 
recommend that, once a business has had losses in three years out of five, 
it should. thereafter (until it had made sufficient income from the same 
business to recoup such losses) be deemed to be a "hobby" business, and sub- 
sequent losses should not be allowed as a deduction from other income but 
should be carried back two years and forward indefinitely only for deduction 
from income (if any) of the same business. The five-year period is sug- 
gested for ease of administration, but if the use of such a period permits 
some taxpayers to deduct recurring losses of a personal expenditure nature 
then it should be extended. It should be noted that this proposal is con- 
siderably more liberal than the present hobby farm provision as it would 
permit an unlimited write-off against other income of the losses in the 
first three loss years, It should also be pointed out that we recommend 

in Chapter 22 that a business should not be required to reduce its income 


(or produce a loss) by claiming capital cost allowances. 


In view of the more general provision proposed above, section 13(1), 
which now restricts the deduction of farming losses from other income, 


should be withdrawn. 
Income Averaging 


Under the present legislation, a taxpayer whose chief source of income 
is farming (or fishing) is entitled to average his income for a five-year 
period and pay tax as if his income for each year had been the average 
amount 11/. It is a "block" type of averaging under which the periods of 


averaging cannot overlap. 


Subject to technical limitations concerning the "chief source of income" 
test, it appears that these averaging provisions have operated satisfactorily 


to even out the fluctuations of farm income which result from the unpredictable 
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effects of nature and markets. The need for such averaging still exists 
but, in view of our recommendation in Chapter 15 to permit all taxpayers 
to use a method of averaging, the present limited provisions applicable to 


farmers should be repealed. 
Capital Cost Allowance 


When the general change from the straight-line to the diminishing 
balance method of depreciation was made in 1949, farmers (and fishermen) 
were permitted to continue on the straight-line method if they wished de) 
It is difficult to see why this exception was made, because there appear to 
be no special circumstances which make the straight-line depreciation method 
more suitable to farming than the diminishing balance method. In fact, the 
reverse would seem to be true, for the diminishing balance method is simple 
to operate, and usually provides a better measure of the loss in value of 
depreciable assets on the farm. In addition, the exemption from tax of re- 
captured depreciation on the disposal of depreciable assets under the 
straight-line system is an inequity and has led to abuse. Accordingly, we 
recommend that this exception to the application of the diminishing balance 


method should be removed. 


In Chapter 22, we discuss the general problem of "nothings", or expendi- 
tures that are not deductible under the present legislation. Our recom- 
mendations in that chapter would apply equally to farming, and would ensure 
that all expenditures reasonably related to the earning of farm income would 


be deductible, either in the year incurred or through capital cost allowance. 


One specific category of asset should be mentioned. At the present time 
no deduction is permitted for the capital cost of orchards. This treatment 
is unrealistic, and we recommend that orchards should be treated like other 


depreciable assets. 


Sale of Depreciable Property to a Child 


Section 85H of the Income Tex Act provides that, where a parent sells 


depreciable farm property to his child, the price paid, provided it does 
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not exceed fair market value, will be recognized as the capital cost to the 
child, even though the price may have exceeded the original cost tc the parent 
and thereoy have created a non-taxsble gain to the parent. Aside from the 
fact that this provision also applies to certain fishing assets, this is the 
only exception to the general rule in tne present legislaticn 13/ that ona 
sale of depreciable property between related persons the depreciable amount 
cannot be higher than the capital cost to the vendor. At the present time, 
therefore, the farmer has considerable freedom in setting the price at which 
he sells depreciable property to his child, for if it is at a nominal price 

it does not offend the fair market value rule (which is generally not appli- 
cable to depreciable property transferred between related persons) 14/; and if 
it is at fair market value, the price constitutes the capital cost to the 


purchaser even though it may create e non-taxable gain to the vendor. 


Because all proceeds on disposal of depreciable assets would be taken 
into account for tax purposes under our proposed system, we make the general 
recommendation in Chapter 22 that the fair market value test should be ex- 
tended to depreciable assets transferred between related persons, and we 
recommend that this general rule should also apply to depreciable farm prop- 
erty. It may be contended that this would impose hardship because it would 
force a farmer to sell his property to his child at nothing less than fair 
market value. However, not only is this treatment the same as that proposed 
for property generally and for other kinds of business but, in addition, the 
farmer would be eligible for the lifetime exclusion of $25 , 000 for realized 
gains on residential and farm property that we recommend in Chapter 15. Thus, 
the owner of even a moderately sized farm would normally be exempt from tax on 
the disposition of his farm, and the purchaser, for example, his son, would be 
able to claim depreciation on the fair market value of the property acquired. 
The only change in most cases in which e farmer transferred a farm to his 


son would be the requirement to recapture depreciation. . 


If a farm operator wished to confer a benefit on his child by trans- 


ferring the farm at less than fair market value, it should be recognized 
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for what it was, a gift, and should be subject to the usual rules set out 
in Chapter 17. It should be noted that, if the proposed lifetime exemptions 
for gifts received had not been used up by the son's family unit, a trans- 
fer at a price below market value would be exempt from tax to the extent of 


$5,000 for each of the son and his wife. 
Sale of Farm Land 


In accordance with our comprehensive tax base, any gain realized on a 
disposal of farm property would be taxable. We recommend in Chapter 15 that 
such a gain should be eligible for the lifetime exemption of $25 , 000 which 


applies to gains on the sale of residential properties and farms. 
Revenue Effects 


The most important of our suggested changes in terms of revenue would 
be the adoption of accrual accounting, which would not permit the deduction 
of the cost of increasing inventories Los In addition, net changes in ac- 
counts receivable and payable would be taken into account in computing income. 
The exemption from tax of profits on the disposal of basic herds would dis- 


appear. 


The stricter segregation of personal expenditures on the farm, and the 
stricter treatment of farm operations carried on for personal rather than 
commercial reasons, would produce some additional revenue. Adoption of the 
diminishing balance method of depreciation would tend to reduce tax revenue. 
Against this, however, tax revenues would be increased by taxation of depre- 


ciation recaptured upon disposal of depreciable assets. 


In terms of overall income tax revenue, these changes should not be 


material. On balance, there should be some increase 16/. 
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FISHING 


This naturel resource industry has characteristics similar to those of 
farming. It is affected by the vagaries of the weather, the fluctuation in 
the supply of fish due to disease and changes in the life cycle, and the 


prevalence of many small operators. 


The specific provisions in the legislation for the farming industry 
concerning income averaging, the use of straight-line depreciation and the 
sale of depreciable property to a child also apply to the fishing industry, 


as do our recommendations regarding them. 
FORESTRY 


As a natural resource operation, forestry may be viewed as a unique 
kind of long-term crop. Like other crops it is renewable, but a very long 
time is involved in the process. Furthermore, it may not be possible to 
obtain a new crop similar to the previous one, so that a timber stand is a 
constantly changing asset. These basic characteristics, together with the 
great variety in forms of ownership, have created problems in measuring 
income for tax purposes, especially by reason of the application of the 


distinction between capital and income which has been followed in Canada. 
Measurement of Income 


A measurement of the change in real value of a privately owned forestry 
operation would have to take into account the imperceptible increase naturally 
occurring in the value of the timber. Aside from the difficulty of making 
such an estimate, the amount estimated, even if accurate at the time, might 
be subject to considerable subsequent variation. In the long period of time 
before realization of income, changing markets, technology, and the natural 
hazards of fire and disease could make the previous estimate quite inaccurate, 
An annual period of measurement is clearly inappropriate for forestry and, 
accordingly, the measure of the income of a forestry operator for tax purposes 


in terms of annual change in economic power is bound to be imprecise. 
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Deduction of Cost 


Public and Private Ownership. Most of the productive timber resources in 
Canada are provincially owned, and a stumpage charge is imposed on the 
forestry operator at the time of cutting. For the privately owned forest 
there would have been an initial cost of acquiring the property, and the 
main recurring cost paid to government is property taxes. Both types of 
forest are subject to other recurring costs such as fire protection and 
surveying. To determine whether there is any serious discrimination between 
public and private ownership, a comprehensive review of all types of costs 
and the various provincial and municipal taxes would be required. This is 
clearly beyond the scope of this Commission, but at least we must consider 


the effect on income taxation of the time at which costs are allowed. 


We have considered whether the private owner who has to carry an invest- 
ment in timber resources would be on a more nearly equal footing with a 
lessee of timber resources if he were allowed an immediate deduction for 
his investment. It appears to us that there is some merit in this sugges- 
tion, but on the other hand there are advantages to private ownership which 
offset the burden of carrying an investment. These include the ready avail- 
ability of a source of raw material and, in some cases, the right to harvest 
crops indefinitely in the future. From the evidence presented to us it 
appears that private ownership of timber resources is valuable, and accord- 
ingly, we do not see any need for an immediate deduction by private owners 


of the cost of timber limits. 


At the other end of the scale, we considered whether the cost of timber 
properties which carried a right to all future crops should be subject to 
any amortization for tax purposes, especially with the development of sus- 
tained yield operations. ‘The degree of success in indefinitely sustaining 
the yield of a forest must be extremely varied, and a considerable time 
elapses before realization of future crops occurs. Accordingly, the amortiza- 
tion of cost seems best made in respect of the crop obtainable in the 


immediate future. 
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Timber Limits or Rights. Timber limits or rights can take a multitude of 


forms, varying from a right to cut specific trees out of a given area, to 


complete ownership of the lend and its timber. 


The general approach under the present tax legislation is to permit the 
forestry operator to claim e deduction for the cost of his timber rights as 
the timber is cut, calculated on a production basis ays Although this is 
commonly referred to as a depletion allowance, it is an amortization of cost 
and is therefore unlixe the depletion allowance granted to oil and mining 
operations, which is based on a percentage of profits. An amortization of 
costs, rather than a deduction of a percentage of profits, produces a better 
measurement of business income. Furthermore, relating the Sindee Aen to 
the production is a more accurate way of matching the cost against resulting 
revenue. Any attempt at amortization on the basis of the time period of the 
limit or right would be futile because of their extreme variability in form, 


though not necessarily in substance. 


Under section 1101(3) of the Regulations, each timber limit or right is 
to be treated as a separate class. In practice, however, companies often 
group different limits together and base their amortization on the group 
of limits, and this practice is accepted by the tax authorities. Schedule C 
of the Regulations requires that the cost subject to amortization should not 
include the residual value of the property, that is, the value after the 
merchantable timber has been removed. In practice, however, such a value 
is seldom assigned, and the complete cost of the limit or right may be written 
off even though a residual value exists. Thus, there is considerable divergence 
between practice and the law. If the allowance is to be calculated on a pro- 
duction basis as set out in the legislation, the provisions either would have 
to be much more complicated so that they would be precise, or would have to 
be set out briefly in broad terms. Because the amortization of the cost of 
timber limits or rights is usually a relatively minor part of the costs of 
large, integrated forestry operators, the latter approach is probably the 


better. 
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Another epproach would be to bring the allowance for the cost of timber 
limits more into line with the capital cost allowance system generally by 
placing all costs in a class subject to a diminishing balance rate of amor- 
tization. Advanteges of this system would include the allowance of a cost 
regardless of the ectual production from specific limits, and the recog- 
nition of a continuing value where the rights to future crcps exists) Yor 
the large forestry operators it mignt be possible to find a rate which would 
correspond to their usual experience. For a small forestry cperator it 
would be difficult to find a rate which would be generous enough and, 
accordingly, some option to claim on a production basis would have to be 


given. 


In view of these considerations we reccommend that, for the measurement 
of business income from a forestry operation for tex purposes, the cost of 
a timber limit or right should continue to be amortized on a basis related 
to production, but in broader terms than at present. Provisions regarding 
residual value of the timber limit should be retained and enforced, although, 
for reasons explained below, this distincticn would be of less importance if 
our recommendations relating to the disposal of timber properties were 
adopted. Survey and other costs incurred in acquiring a timber limit or 
right should be added to the cost of the timber limit or right and not, as 
at the present time, be written off on the basis of one tenth a year. 
In addition, during the operation of a timber limit, the taxpayer may have 
to do additional surveys, or he may have to incur costs in making unsuccess- 
ful applications for other timber rights, neither of which may be allowed 
under the present legislation. Our proposals to deal with "nothings" would 


take care of the latter items. 


Woods Assets. A taxpayer may construct in the woods such assets as roads, 
bridges or camp buildings, which will be of no further use to him once the 
merchantable timber has been removed. Under the present legislation, the 


taxpayer has an option to write off the cost of such assets on the diminishing 
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balance basis at an annual rate of 30 per cent or on a production basis 13/. 
In general, the diminishing balance basis eppears to be preferred. Mechani- 
cal equipment used in the woods is eligible to be written off at the rate 

of 40 per cent on the diminishing balance basis. These allowances appear 

tc be operating satisfactorily, and we have no specific recommendations to 


make concerning them, 


Carrying Charges. Generally speaking, carrying charges are those recurring 
costs of owning property which bear little direct relation to the use of 

the property or to changes in its value. They are important to the owners 
of privately owned timber limits, for, while it can be said that they do 

not specifically add value to the property, these costs are, beccuse of the 
long maturing period of timber, essential costs to the owner if the increase 
in the value of the timber is to accrue to him. Furthermore, such costs 

can be more important than the original cost of the timber limit if a long 


period of time is involved. 


Under the present tax legislation the carrying charges on timber limits 
or rights are usually allowed as operating expenses, although occasionally 
disallowance has occurred on the basis that carrying charges on inoperative 
properties ere either not for the purpose of earning income or are outlays 
of a capital nature. As we shall see in the section below concerning dis- 
posal of timber properties, the exemption of capital gains makes the treat- 


ment of these carrying charges very important under the present legislation. 


The proper matching of carrying charges against realized income is an 
almost impossible task, and any attempt to defer them as costs of earning 
income in future years could be frustrated by fire, disease and changing 
conditions. Although the results of a forestry operation over a long period 
of time are more predictable than, say, the results of exploring for minerals 
or oil, or of the building up of goodwill by an ordinary business corporation, 
the same general treatment appears appropriate. We therefore recommend that 


the tax legislation clearly allow carrying charges on timber limits and rights 
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as a current expense, although the taxpayer should be permitted to capitalize 
them if he sc elected. Therefore, these expenses would not be lost as a 
deduction merely because of the long period of time involved before the re- 


sulting revenue is realized. 


Reforestation. In Canada, the renewing of timber resources occurs mainly 
through the natural processes of nature. In some areas, however, and with 
certain types of trees, these natural processes are not adequate, and arti- 


ficial reforestation is carried out at considerable cost. 


The general tax treatment is to permit reforestation costs as a current 
expense if they are intended to replace the previous stock of timber, but 


to disallow any portion which would tend to increase the previous potential. 


With increasing development of forest management policies, the treatment 
of reforestation costs as a maintenance item has a semblance of reasonable- 
ness. However, we have already concluded that the best approach to the 
matching of costs end revenue in the forest industry would be to look to 
the immediate crop of timber only. In this light, reforestation is theo- 
retically a cost of developing an asset beyond the immediate future and 
should be deferred to the future. However, if reforestation is a required 
condition in removal of the present crop, and does not carry with it any 
rights for future cutting, its cost is reasonably related to the present. 

The immediate allowance of such costs may also be justified on other grounds. 
These would include the time gap between the costs and the resulting revenue, 
the achievement of equity between those timber owners whose reforestation 
occurs by natural processes and those who must adopt artificial means, and 
the general economic desirability of encouraging conservation. In view of 
these considerations, we recommend that it be made clear that the cost of 
reforestation would be allowed as a current expense. An exception might be 
made in the case of trees grown for sale as Christmas trees, where the period 


of time involved is much shorter. 
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Proceeds from Disposal of 
Timber Limits or Rights 

Under the present tax treatment, the first question to be settled is 
whether a disposal represents realization of a capital asset or a transaction 
in the ordinary course of trade. If it is the latter, the profit is fully 
taxable, whereas the former is taxable only to the extent that the proceeds 


may be considered to represent recaptured capital cost allowances 19/. 


Where a taxpayer has taken all the timber of commercial value to him 
from a timber limit and claimed the entire cost, it is still possible that 
proceeds from a sale of the property may be considered to represent a re- 
covery of capital cost allowance even though the specific ence for which 


the allowance was claimed no longer exists. 


The satisfactory application of the recapture rules depends on an al- 
location being made between the merchantable timber, the remaining timber, 
and the remaining value of the land and mineral rights, etc. This is an 
extremely difficult thing to do, as evidenced by the fact that residual value 


of timber properties is seldom recorded in practice. 


It is anomalous that, although the gain on disposal of a timber limit 
may be treated as a non-taxable capital receipt, the carrying charges in- 
curred in developing the limit could well have been allowed against other 
income in earlier years. Furthermore, the exemption of a gain on a block 
disposal of a timber limit encourages taxpayers to sell out for a tax-exempt 
gain rather than to operate for taxable gains. While there is little evi- 
dence that this has affected the actions of large forestry operators, it has 


probably influenced the actions of small ones. 


The adoption of the comprehensive tax base we propose would require that 
all proceeds on disposal of a timber limit would be taken into account for 
tax purposes. The difficulties referred to above in dealing with the pro- 


ceeds would disappear. Of course, an allocation among the elements of a 
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timber limit would still be needed in establishing the timing of deductions 
for the purchaser. There would be no problem in deciding whether certain 


expenses would be allowed or not. 
Provincial Logging Taxes 


Until recently, provincial taxes on logging income were deductible in 
the computation of income in a manner similar to the deduction given for pro- 
vincial taxes on mining income 20/. For 1962 and subsequently, however, the 
allowance was changed to a tax credit. The lesser of two thirds of the pro- 
vincial logging tax or 6-2/3 per cent of the taxpayer's logging income in 
the province is permitted as a deduction against federal income tax, ey and 
one third of the provincial logging tax is permitted as a deduction against 
provincial tax in Ontario and Quebec, and 18 per cent of the provincial logging 


tax against provincial tax in British Columbia. 


For the same reasons given in Chapter 23 concerning provincial mining 
taxes, we recommend that provincial logging taxes should be treated as an 


expense and that no federal tax credit should be allowed. 
Concessions to the Industry 


The risk to which the industry is exposed arises mainly from the time 
factor in producing mature timber. For tax purposes, compensation for this 
feature may be found in early allowance of costs and the generous treatment 
we recommend in respect of carrying charges and reforestation costs, proposals 
that will have the incidental effect of benefiting the taxpayers in this in- 
dustry and encouraging preservation of this natural resource. A further form 
of encouragement of privately owned timber limits and rights could be achieved 
by adopting a diminishing balance basis of capital cost allowance which could 
be claimed regardless of production. However, we do not believe that such a 


concession is warranted. 
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Revenue Effects 


The recommendations concerning the write-off of costs would tend to 
defer revenue slightly. On the other hand, the taxation of all gains from 
disposal of timber properties would increase revenue slightly, although the 
effects would be sporadic. On balance, the effect on revenue would be 


relatively minor. 
CONSTRUCTION 


The construction industry has some characteristics that raise special 
problems of taxation. The most troublesome characteristic is the length of 
time that it may take to complete a single unit of production, con example, 
a bridge, a dam, or a large building. Many projects last more than a year 
and they do not fit easily into the pattern of taxing annual profits. Thus, 
it is relevant to consider how much reliance should be placed on accounting 


practices in computing income. 
Measurement of Income 
Contracts in the construction industry can be divided into four classes: 


Ys Fixed-total-price contracts, under which the contractor agrees to 


perform specified work for a fixed sum. 


ae Fixed-unit-price contracts where the price is fixed by reference to 


units of work done, for example, so much per yard of asphalt laid. 


ne Cost-plus contracts where the contractor is entitled to cost plus a 


fee related to costs. 


4,  Fixed-fee contracts where he is entitled to ccst plus a fee of a 


fixed amount. 


In fixed-total-price and fixed-fee contracts the progress billings are based 


on the contractor's estimate, usually approved by the architect or supervising 
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engineer, of the proportion of the total work done. These progress billings 
are seldom paid in full because, under provincial laws and often under the 
contract itself, between 10 per cent and 20 per cent of the amount billed is 
held back by the owner until the project is completed. Completion is signi- 
fied by the architect's or engineer's acceptance of the project, ahd the 


hold-backs are then paid over to the contractor. 


There are two generally accepted methods of accounting for income from 
construction contracts. The first is the "completed contract" method, under 
which no profits are recorded from a contract until it is completed or sub- 
stantially completed. The other is the “percentage of completion" method, 
under which a proportion of the estimated total profit from a contract is 
taken up periodically according to the contract's stage of completion. The 
ratio of costs incurred by the end of a period to total estimated costs is 
generally considered to be the best measure of the degree of completion. 

The ratio of progress billings to the total contract price is not usually 
considered to be a suitable measure, because progress billings may be based 
on optimistic estimates of the degree of completion and may have been rendered 


in the hope of accelerating the cash flow from the contract. 


The completed contract method is most appropriate for fixed-total-price 
contracts when major uncertainties or hazards make it impossible to estimate 
the financial outcome with any reasonable certainty until a large part of 
the work has been done. On the other hand, the percentage of completion 
method is appropriate when a minimum profit is assured, as in a fixed-fee 
or cost-plus contract. Under a fixed-unit-price contract, there may be some 
uncertainty as to the proportion of total profit while the project is in 
progress, because the average cost per unit over the whole contract may vary 
with the total number of units, which is still unknown, or the direct costs 
of each unit may vary by the nature of the work, even though the price per 
unit is fixed. However, the percentage of completion method would usually 


be followed. The major factor which makes the completed contract method the 
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more suitable is a high degree of uncertainty as to the final profit ina 


contract, and this is most evident in the fixed-total-price contract. 
Present Tax Treatment 


For several years prior to 1960 the Department of National Revenue used 
an arbitrary time basis for permitting certain fixed-total-price contracts 
to be reported on the completed contract basis. The procedure adopted by 
the Department was to require the percentage of completion method for cost- 
plus, fixed-fee and fixed-unit-price contracts and those fixed-total-price 
contracts lasting at least two years; and to accept, at the taxpayer's 
option, either the completed contract or the percentage of completion 
method for fixed-total-price contracts lasting less than two years. Thus, 
the only circumstances in which the completed contract method was accepted 
for tax purposes was for fixed-total-price contracts lasting less than two 
years. The tests for the suitability of the completed contract method were 
therefore the type of contract and the length of the contract, rather than 


the degree of uncertainty in its outcome. 


While the fixed-total-price contract is the most suitable for the com- 
pleted contract method, the length of a contract is not necessarily a measure 
of its risk, and therefore the distinction used for tax purposes did not 
fully accord with accounting and business concepts. Nevertheless, it ap- 
peared to work well and many contractors adopted the assessing procedure 
to record profits in their accounts. The main complaint was that assessors 
were unduly reluctant to accept anything other than the profit originally 
budgeted on a contract as the basis for the percentage of completion method, 
and taxpayers urged that the completed contract method should also be per- 
mitted for fixed-unit-price contracts lasting two years or more. From the 
Department's point of view, an objection to the unlimited use of the com- 
pleted contract method was that the completion of short-term contracts was 


sometimes artificially delayed. 
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From about 1960 on, business and taxation calculations of contract pro- 
fits began to diverge widely as a result of two cases-—-M.N.R. v. John Colford 
Contracting Co. Ltd. 22/ and Wilson and Wilson Ltd. v. M.N.R. 23/. In the 
Colford case the Supreme Court affirmed the finding of the Exchequer Court 
that hold-backs were not income until the contractor became entitled to re- 
ceive them, which was usually not until the supervising engineer or architect 
approved the completed project. In the Wilson and Wilson case the Exchequer 
Court concluded that the completed contract method was not acceptable for 
income tax purposes, and that the proper measurement of income was to be 
based on the amount of progress billings made to the end of the year less 
the contract costs incurred to the end of the year, including the cost of 
materials delivered to the job site. While it was also suggested that sec- 
tion 85B required the gross amount of progress billings to be included in 
income, this part of the judgment was effectively reversed by the decision 
of the Supreme Court in the Colford case. The combined result of the two 
judgments, which is often referred to as "the legal basis" of contract ac- 
counting, is that, when a contract is in progress at the end of a fiscal 
period, the income to that date is the difference between progress billings 
then rendered, net of hold-backs, and all job costs then incurred. A tax- 
payer may now choose to compute his taxable income on the legal basis or 
according to the two-year rule, because the Department still accepts the 
latter method. From the contractor's point of view, the legal basis is 
usually more advantageous than the two-year rule because, at a mid-point 
in a contract, costs incurred, including materials delivered to the job 
site, often exceed progress billings net of hold-backs. The legal basis, 
because it does not require hold-backs to be included until the project has 
been accepted, is almost always better for the contractor than the percent- 
age of completion method. The legal basis usually defers the tax liability 
longer than any usually accepted accounting method, and thereby improves 


the taxpayer's cash flow. 
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Using progress billings rendered to determine the contract profit at a 
mid-point is not a method that the industry has ever considered suitable for 
business purposes, because it can result in a substantial overstatement of 


the interim profit. 
Appraisal 


Because we would like to see a close correlation between business and 
taxation concepts of income, we consider the present situation in the con- 
struction industry to be unsatisfactory. We have stated that wherever pos- 
Sible income should be measured and taxed as it accrues. Accounting methods 
have been developed in the construction industry to record ee as earned, 
and we believe that, as a means of determining contractors' taxable income, 
normal accounting methods would be preferable to the legal basis which has 
been developed. Unfortunately, for purposes of a tax system, the degree of 
risk in a contract, which is the logical factor for deciding whether to use 
the completed contract or the percentage of completion method, is not one 
which can be used because it is so difficult to determine. Discussions 
between the Department and taxpayers as to the risk on particular contracts 
could only be frustrating to both sides. If the method followed in a tax- 
payer's accounts were to be applied for tax purposes, the completed contract 
method would likely come more widely into use, to the detriment of both the 


tax revenue and accounting practices. 


Some more workable, even though arbitrary, method must be found. The 
two-year rule which was administered fairly successfully in the past is one 
such solution. We can suggest another and, we think, a better one. At the 
taxpayer's option, consistently exercised, no profit would be taken up on 
any fixed-total-price contract until the costs directly applicable to the 
contract (excluding any allocations of administrative overhead) exceeded 35 
per cent of the contract price, excluding extras. We suggest direct costs 
and contract price as the elements of the formula because they are less open 


to argument than other bases of measurement, such as total costs incurred 
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and total estimated costs. Almost one half of the work would have been done 
by this point, and thenceforward sufficient information would usually be 
available to make a reasonable estimate of the contract profit or loss. Once 
direct contract costs exceeded 35 per cent of the contract price, the per- 
centage-of-completion method would be used. The percentage-of-completion 
method should be required for the other three types of contract regardless 

of the stage of completion. The nature of the percentage-of-completion method 
to be used should be prescribed by regulation, and should be based on the 
proportion of costs incurred rather than on billings rendered. Estimates of 
profits would, of course, include the amount of any hold-backs. The Regu- 
lations should also provide for a reasonable increase in estimated costs due 
to problems which were known to exist at the year end, and for the full de- 
duction of an estimated loss on a contract as soon as costs exceeded the 45 


per cent mark. 


It seems to us that an arbitrary rule such as this would work more 
equitably among various contractors than the two-year rule which tends to 
favour the contractor dealing principally in short-term contracts. It would 
also remove any tax advantage from delaying the completion of a contract, 
and would eliminate the disputes that now arise as to whether a contract is 
completed. With the recognition of estimated costs of completion and full 
deduction of losses at an early stage in the contract, the two-year carry- 
back of losses we recommend elsewhere should be quite adequate for the con- 
struction industry. By setting out the rules in the Regulations, the present 
legal basis and the accounting principles in this area would be overridden 


to give a more satisfactory result for tax purposes. 


GENERAL INSURANCE 


For the purposes of this discussion, the term general insurance includes 
all classes of insurance other than life insurance. In broad terms, all 
general insurance written falls within the classifications of automobile, 


casualty,and fire. The general insurance business in Canada is carried on 
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by Canadian-controlled joint stock and mutual companies, foreign-controlled 
companies, and branches of foreign companies. These foreign companies are 


also joint stock and mutual. 


The main tax considerations relate to provisions for policy claims 
(commonly referred to as “reserves"), mutual insurance, and the treatment 


of foreign companies operating in Canada. 
Provision for Policy Claims 


General insurance is intended to cover losses that might occur as a 
result of injury or damage to persons or property, and the "reserves" are 
the amounts set aside to meet these losses. The obligation of the inserer 
to pay claims is based on unpredictable events and therefore determining 
the appropriate provision for policy claims is not easy. The risk insured 
against is generally uniform throughout the term of the policy, usually from 
one to three years. It is therefore unlike the risk under certain types of 
life insurance policies where the contingency insured against will inevitably 
occur, and the chances of occurrence increase with the length of the policy 


term. 


The provisions allowed for tax purposes in section 85B(5) of the Act 
and section 1400 of the Regulations are the unexpired portions of the pre- 
miums calculated on a time basis, plus certain other policy reserves required 
to be included in the annual statement filed with the Superintendent of 
Insurance, or, if the corporation is not required to submit financial state- 
ments to the Superintendent, the provincial authority under whose juris- 
diction the corporation was incorporated. These other policy reserves are 
linked to specific groups of policies and do not include any general con- 
tingency reserves. Their purpose is to cover peculiar risks under guarantee 
and nuclear insurance, and to provide some reserve for group accident and 
Sickness policies which, because they are generally written on a monthly 


basis, require little or no reserve under ordinary calculations. 
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Representations were made to us suggesting that en additional deduction 
should be allowed for tax purposes equal to the 15 per cent excess of allow- 
able assets over liabilities as required under section 103 of the Canadian 
and British Insurance Companies Act eu/. It was also suggested that a de- 
duction equal to 25 per cent of the yearly reserve for claims be permitted 


to cover catastrophic and abnormal events. 


The general provision for estimated losses involves relating revenue to 
the year in which it is earned. This provision should be reduced by an 
estimate of agents' commissions paid in respect of the unearned premiums 
that have been written off as expense. Reasonable provisions should be 
allowed against losses which have occurred in the taxation year but for which 
final settlement is delayed, However, no provision should be permitted for 
occurrences which have not taken place, because to do so would be to antici- 
pate possible future events. Accordingly, neither the additional specific 
policy reserves required in statements filed with the Superintendent of 
Insurance, nor the additional contingent reserves on which we received 
representations, should be accepted for tax purposes. Although these are 
intended to help ensure the solvency of the companies, it is not the function 
of the tax system to regulate the industry. It may also be noted that, if 
taxes should be overpaid because of an over-estimate of income in the early 
years of certain policies, they would be recoverable under the two-year 
carry-back of losses. However, one type of special reserve is related to 
events that have taken place in the year but have not given rise to claims 
as at the year end. Thus, specific provisions for guarantee insurance should 
be allowed, to the extent that they are based on an estimate of losses that 


occurred during the year. 
Mutual General Insurance 


Basically, mutual general insurance companies are owned by the policy- 
holders and have various methods of raising working capital, setting premium 


) 
rates, and paying policy dividends. One type of mitual organization, whose 
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operations are similar to those of a stock company, is called a cash mutual. 
Some cash mutuals charge single cash premiums for their policies, sometimes 
called non-assessable policies. The policyholders of large cash mutuals can 
become increasingly separated from the management in the same way as share- 


holders of large and widely held joint stock companies. 


Another type of mutual is known as a premium note mutual. These organ- 
izations issue what is known as an assessable policy by taking a note for 
the premium based on the estimated cost of the insurance. Assessments are 
levied against the notes for cash to carry the overhead and other expenses 
and losses. Many mutual insurance companies started business as premium 
note mutuals, but recently they have tended to charge premiums in the same 


way aS joint stock companies by the issue of non-assessable policies. 


The remaining incorporated mutuals charge premiums which can range from 
a close estimate of the cost of the insurance to an amount considerably 
exceeding the estimated cost. Some of the organizations return almost all 
the excess to policyholders in the form of policy dividends, while others 
retain substantial amounts of the excess premiums as reserves. In the latter 
group the excess premium charge is often called a deposit premium. Factory 
mutuals that usually underwrite certain heavy risks in the manufacturing 


industry operate on the deposit premium basis. 


Prior to 1947, mtual insurers were exempt from income tax under sec- 
tion 4(g) of the Income War Tax Act, while joint stock insurers were taxable 
under the general law. Pursuant to the recommendations of the 1945 Royal 
Commission on Co-operatives, the specific exemption for mutual insurance 
companies was repealed in 1947. In 1953, however, it was held by the Supreme 
Court of Canada that a mutual fire insurance company was not carrying on busi- 
ness for profit and therefore was not liable to tax on its income eS). Sec- 


tion 68A was enacted in 1954 and imposed a tax on non-life mutual insurers. 


Mutual insurance corporations receiving premiums wholly from the in- 


surance of churches, schools, or other charitable organizations are exempted 


469 


from tax by section 62(1)(j) of the Income Tax Act. The 1945 Royal Commis- 
sion also recommended that exemption from tax be granted to insurers which 
derived 50 per cent of their gross premiums from the insurance of farm and 


fishing property, and in 1954 section 62(1)(s) was introduced to this effect. 


Our aim in the taxation of all mutual organizations is to tax the 
economic gain arising from the mutual cperation. However, as is already 
obvious from the description of mutual general insurance, it is difficult 


to measure the gain in this field. 


In principle, the economic gain to a member is the amount he saves on 
insurance premiums by insuring through a mutual instead of through a joint 
stock company. However, as in the case of life insurance premiums, it is 
difficult to determine just what the market rate is because there is such 
a variety of policies and risks. In our discussion of mutual life insurance 
companies in Chapter 20 we discuss the matter of pricing out, and the ques- 
tion of the extent to which policy dividends represent refunds of excess 
premiums. Our conclusion is that there should be no attempt to apportion 
policy dividends into the respective elements, and that such dividends should 
be deductible to the insurer and should be included in full in the income of 
the recipient. This treatment is similar to that recommended for other 
mutual organizations, for example, co-operatives. We accept that some 
pricing out will take place, but there is no feasible way of alleviating 
the problem, other than adopting a procedure for imputing income. (See 
Chapter 20%.) However, in the general insurance field, a substantial pro- 
portion of the insurance written by mutual companies is issued to businesses 
which are entitled to deduct the premiums. In these cases pricing out is 
immaterial, because it would have no net effect on the income of the in- 


sured. 


As far as the business income of the insurer is concerned, it should be 
determined in the same way as for other general insurance companies and should 


be taxed in full. Im this regard, the exemptions granted to certain mtual 
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general insurance organizations are an unwarranted deperture from equiteble 


taxation, end we recommend that they should be repealed. 
Foreign Companies 


Under the present legislation, the business income of foreign insurance 
companies is calculated cn the same basis as that applicable to Canadian 
companies, but in practice there are the following important exceptions: 
investment income is not included in taxable income, and no deduction is 


allowed for head office expenses incurred outside Canade. 


At one time e deduction was allowed for head office expense , but appa- 
rently it proved difficult to arrive at some reascnable method of preventing 
excessive claims, and efforts were made to devise a system of taxation which 
would avoid the necessity of attempting to verify head office expenses, or 
to devise a formula for a maximum allowance. The idea of effecting a partial 
offset to the disallowance of head cffice expenses by eliminating investment 
income seemed to offer certain advantages. It met the problem et hand and 
removed what might in some circumstances be regarded as a disincentive to a 


foreign company to maintain assets in Canada. 


This method cf taxing foreign companies transacting generel insurance 
business in Canada departs from our concept of equitable taxation. The 
exemption of investment income may provide some incentive for retention of 
assets in Canada but, in many cases, tax in respect of this income is pey- 
able in the foreign jurisdiction, so that the incentive may not be effective. 
We admit that there can be problems in determining reasonable allowances for 
foreign head office expense. However, as in the case of other businesses, 
no claim should be allowed except to the extent it can be shown to be reason- 
able. The foreign head office might be required to supply information 
regarding its world-wide cperations to support the reasonableness of the 


portion of expenses charged to Canadian operations. 


un 


Therefore, we recommend that the business income from the Canadian opera- 
tions of foreign general insurance companies should be determined in the same 
way as for Canadian companies, so that the investment income from assets 
required to be on deposit for the business would be included in the computa- 
tion of profit, and a reasonable portion of head office expenses would be 


deducted. 


Investment income from assets held in excess of those reasonably required 
for the Canadian business should be treated in the same manner as Canadian 


investment income of non-residents in general. 


Pert VIII of the Regulations provides for a reduction in the normal with- 
holding taxes in the case of foreign companies registered with the Department 
of Insurance. In broad terms, the normal taxes are reduced by the proportion 
which Canadian liabilities are of Canadian assets. Canadian liabilities are 
defined to include double the amount of policy reserves as a "cushion" 26/. 

In view of the exemption of investment income of the business, which was 
granted in practice, this formula was probably designed as a method of con- 
fining the withholding tax to investment income which is not part of the 
income of the business. Because of our recommendation that investment income 
arising in the operations should be included in business income, the defini- 
tion of Canadian liabilities for the purposes of the reduction in withholding 
tax should include only 100 per cent, and not 200 per cent, of policy reserves. 
This would increase the amount of investment income which would be sub- 

ject to withholding tax and would reduce the amount of investment income 

which would be taxed as business income at the 50 per cent rate applicable 


to corporate income generally. 


Foreign general eteance companies are exempt from the additional 15 
per cent tax on the after-tax income of a branch operation imposed by sec- 
tion 110B of the Income Tax Act. We see no reason why Canadian branches in 
this line of business should receive special treatment and we therefore 


recommend that the exemption be repealed. 
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We should mention two other special features in the taxation of foreign 
companies. First, policies reinsured with companies not registered or 
licensed to transact insurance business in Canada are ignored. This usually 
means higher tax to the companies carrying on business in Canada, because 
they are required to pay tax as if they had retained the profits that nor- 
mally would accrue to the company that accepts the reinsurance. However, it 
avoids the problem of verifying the profits or losses on reinsurance of Cana- 
dian risks ceded by a foreign head office to other foreign companies, and is 


probably the cnly practical approach under the circumstances of the business et/. 


Second, marine insurance transacted in Canada is not taken into account 
in computing the taxable income of a foreign company. The reason for this 
may be that taxation of profits of marine insurance in Canada would cause the 
insurance to be written at the other end of the voyage. This does not appear 
to be a sufficient reason for excluding the profits from such business from 


income, and we recommend that they should be taxable. 
CONCLUSIONS AND RECOMMENDATIONS 
FARMING AND FISHING 


1. Income from farming should be reported on the "accrual" rather than 
the "cash" basis except in the case of an individual whose principal 
source of income is farming and whose gross revenue from farming is 


less than a specified sum, say, $10,000. 


2. The use of the “basic herd" principle in the farming industry should 
be discontinued except where the farmer is permitted to continue on 
the cash basis, and the special regulation concerning the valuation 


of the livestock should be repealed. 


wr The present administrative treatment of farm home expenses is unduly 


favourable to the taxpayer and should be altered. 
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4, The present specific restriction on the deduction of losses from hobby 
farming should be replaced by a general provision designed to prohibit 
the deduction from other income of losses incurred (after the first 


three loss years) by any business which consistently operated at a loss. 


oe In view of the general averaging provisions recommended in this Report, 
the specific averaging provisions now applicable to farmers and fisher- 


men would cease to be necessary. 


6. The cost of depreciable assets used in farming and fishing should be 
amortized in accordance with the diminishing balance method of capital 


cost allowance which applies to all other types of business. 


se Profits made on the disposal of farm property should be taxable, sub- 


ject to the lifetime exemption of $25,000. 


8. Sale of farming or fishing property to the taxpayer's child should be 
deemed to be at the fair market value. If the sale price was less 


than fair market value, the difference would be treated as a gift. 
FORESTRY 


9. The cost of timber properties should continue to be amortized on a 
production basis, but technical changes in the current Regulations 


appear desirable. 


10. Carrying charges and reforestation costs should be deductible as in- 
curred. The taxpayer should have the option of capitalizing carrying 


charges. 


ll. Any gain realized on disposal of timber properties should be included 


in income in the same manner as gains on disposal of other types of 


property. 


12. Provincial logging taxes should be deductible in computing income as 
an expense, and should not be claimed as a tax credit from federal 


tax otherwise payable. 


7 


CONSTRUCTION 


13. There should be an arbitrary rule in the Regulations prescribing the 
basis for reporting profits from contracts in progress at a year end. 
The suggested rule is that all contracts should be reported on a per- 
centage-of-completion basis except that, in the case of fixed-total- 
price contracts, percentage-of-completion reporting should not be 
required until direct costs have exceeded 35 per cent of the contract 
price, excluding extras. The percentage-of-completion formula would 
be based on the proportion of total costs to date to total estimated 
costs and would provide for reasonable adjustments in estimated costs 
based on known factors, and for full deduction of any estimated losses 
on fixed-total-price contracts as soon as direct costs exceeded 35 per 


cent of the contract price, excluding extras. 
GENERAL INSURANCE 


14. The deduction of premiums applicable to the unexpired portion of policies 
should be continued, but the current allowance of certain policy reserves 
should be discontinued and reserves for contingencies should not be 


permitted. 


15. General insurance companies should continue to be permitted to deduct 
policy dividends in computing income. The exemption of certain mutual 


general insurance companies from tax should be discontinued. 


16. The business income of Canadian branches of foreign general insurance 
companies should be determined in the same manner as that of Canadian 


general insurance companies (with certain minor exceptions). 


17. Canadian branches of foreign general insurance companies should be 
subject to the special 15 per cent tax on branch profits under section 


110B of the Income Tax Act. 


Se. SS sew 
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Section 17(7). 


At the end of 1963, the market value of farm inventories was $3 billion, 
of which about, $1 billion was in grain and $2 billion in livestock. 
(This information was supplied to us directly by the Dominion Bureau 

of Statistics from unpublished sources.) The cost value is not known 
and could not be estimated with reasonable accuracy, but presumably 
would have been in the order of $1 billion to $2 billion, of which only 
a minor portion would be reported as inventory for tax purposes. In 
addition, most of the livestock inventory reported for tax purposes 


would be in basic herds, the proceeds from which would be tax-exempt. 


In 1961, the income tax revenue from individuals engaged in farming full 
time was almost $27 million, and for corporations in the farming busi- 
ness was $1.6 million. Individuals, other than those in the farming 
category, reporting taxable income claimed farm losses in the amount of 
at least $7.7 million. See supra, reference 10 for an explanation of 


this amount. 
Regulations, section 1100(1)(e) and Schedule C. 


Regulations, section 1100(1)(f); Schedule B, Class 10(1), and 


Schedule D, Class 15. 


Even if a disposal represents realization of a capital asset, the 
entire proceeds may be. taxable under section 6(1)(j) of the Income 
Tax Act, if they are dependent upon subsequent production or use 


from the property. 
Section 11(1)(p). 
Section 41A, 


L1960) Ex. C.R. 433. An appeal to the Supreme Court of Canada from 
this decision was dismissed from the bench without written reasons, 


[1962) S.C.R. viii. 


a 


25/ 


LTT 


ito) Ex. CR. 205. 


R.S.C. 1952, Chapter 51. This section requires that, at all times, a 
company maintain allowable assets to a value of at least 15 per cent 
in excess of the total unearned premiums, matured claims, and other 


liabilities of every kind. 
Stanley Mutual Insurance Company v. M.N.R., [1953] 1 S.C.R. 4bhe. 


In lieu of the amount of such liabilities, an amount may be claimed 


on the basis of deposit requirements, if it is larger. 


The non-Canadian operations of these companies are not required to be 
reported to the Superintendent of Insurance, and the chief Canadian 
agent of the company may have no knowledge of the reinsurance of 


Canadian risks by his principal. 
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CHAPTER 26 
INTERNATIONAL ASPECTS OF INCOME TAXATION 


A major objective that we have sought in our proposals for the domestic 
tax system has been tax neutrality. A neutral tax system would contribute 
most to the efficient allocation of resources, and hence to the greatest out- 
put of the goods and services Canadians want, and is also a prerequisite of 


an equitable tax system. 


It will be evident by now that the economic and administrative realities 
of the practical world have forced us to accept compromises with true neutral- 
ity and equity in our domestic tax proposals. In our proposals for the 
taxation of international income we have had to make even greater concessions 
since here the administrative and economic problems appear in a more acute 
form. Not only are the problems of valuation and enforcement more difficult 
in the international area, but market imperfections are likely to be more 
important. Hence, purposeful deviation from tax neutrality under certain 
circumstances may become a necessity. In addition to the extreme complexity 
of the subject, the controversy that surrounds many of its fundamental 
principles and the lack of guiding evidence by which to settle those contro- 
versies militate against the adoption of simple, generally accepted solutions. 
In this area more is left to opinion and judgment, both because little is 
known with certainty of the consequences of adopting alternative policies, 
and because there are substantial differences of opinion as to the relative 
importance to be attached to the competing objectives. In the international 
sphere perfect tax neutrality is neither administratively feasible nor 


necessarily economically desirable. 


The subject is therefore a challenging one and one which Canada of all 
countries can least afford to ignore.. Canada's heavy stake in foreign trade 
and investment gives this country a particular interest in well-ordered 
international tax arrangements. Fortunately a good deal of progress has 


been made toward some standards of conduct for international tax behaviour 
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by negotiation and agreement. Over the last half-century the leading trading 
nations, under the auspices of world organizations, have developed a few 
basic ground rules that eliminate the grosser inequities and economic dislo- 
cations that would otherwise arise. While these rules fall far short of the 
ideals of neutrality and equity, their embodiment in national taxing statutes 
and in international treaties gives some order and certainty where chaos 
could otherwise rule. The value of these arrangements has also increased 
with the more extensive use of income taxes by both developed and developing 
countries as the major source of their revenue. The direct use of income tax 
provisions by many countries for the achievement of domestic economic ob- 
jectives, and the heightened sophistication of taxpayers in arranging their 
affairs to minimize their tax liabilities, will add further to the need for 


international tax arrangements in the future. 
MAJOR ISSUES 


While the subject bristles with complexities and controversies, the 
larger issues in international taxation are surprisingly few. Substantially 


they are: 


kv The treatment to be accorded income of non-residents at the time it is 


earned in Canada. 


Pade The treatment to be accorded certain forms of income of non-residents 


at the time it is withdrawn from Canada. 


wr The treatment to be accorded foreign income of residents of Canada at 


the time it is earned outside Canada. 


Le The treatment to be accorded foreign income of residents of Canada at 


the time it is received in Canada. 


The practical questions to be settled are even fewer, since custom 
and the international tax treaties have already disposed of many of the 


issues that might have arisen under these headings. 
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1. For the foreign income of residents, two questions arise: 


a) To what extent should such income be taxed as earned abroad? 


b) What form of recognition should be given to the fact that the 


country of source of such income will have levied a tax on it? 


2. For the Canadian income of non-residents, the main question is the level 
of withholding tax that should apply on the withdrawal of certain forms 


of payments from Canada. 


In seeking to apply our standards of equity and neutrality to these 
problems we have proceeded on the basis of certain assumptions which should 


be stated here: 


bg The treatment of foreign income of Canadian residents should include 


some recognition of foreign taxes levied on that income. 


eae Foreign income of Canadian residents should also be taxed under the 
comprehensive tax base in accordance with procedures which minimize 
tax deferment and the use of tax havens, which are countries through 


which income can be channelled at little or no tax cost. 


oe The benefits of integration of personal and corporation taxes should be 
restricted to domestic shareholders. We have adopted this position 
primarily because a similar alleviation of the tax on dividend distri- 
butions to non-residents would result in a cost to the Canadian treasury 
which would largely accrue to the benefit of foreign treasuries. This 
is admittedly a form of discrimination. However, we have assumed that 
this discrimination in favour of residents would not have adverse 
effects on foreign confidence, nor should it bring about retaliation as 
the tax position of the vast majority of non-residents would not be 
worsened relative to their present position except to the extent that non- 
residents would become worse off because of the removal of specific in- 


dustry and corporation incentives, an impact that would apply equally to 


some residents. 
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We should strive for tax arrangements which maintain and, if possible, 
increase the net economic benefit that Canada derives from capital 
movements across its borders, consistent with our treaty obligations 
and the normal standards of international taxation. This implies 
that tax provisions that would permanently impede capital movements 
in either direction should be avoided. We do not review in this 
chapter the full discussion of the international economic issues 
covered in Chapter 5. In particular, the net benefits that might 

be secured by increasing foreign portfolio investment in Canada and 
reducing foreign direct investment correspondingly, are not dealt 
with further; nor is the question of Canada's dependence on a net 
capital inflow reopened. However, we take for granted that those 

who would eliminate the net capital inflow into Canada are not seeking 
to eliminate gross capital movements between Canada and the rest of 
the world. Capital movements may be impeded during the adjustment 
period following the introduction of our integration proposals, but 
it is not put forward as a measure intended to produce a permanent 


effect of this kind. 


The net economic benefit that would result from higher taxes on 
dividend income going to non-residents would be too small and un- 
certain to warrant the risk in raising such taxes. An increase would 
probably provoke retaliation from foreign governments, particularly 
Since the present level of Canadian corporation and withholding tax 
on dividends is close to, or in some cases even exceeds, the level 

of tax credit granted by the country of residence of the foreign 
investor. Where the tax on other forms of income going to non- 
residents is not subject to this constraint we have proposed an 


increase. 
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The domestic tax system which we propose as a means Of more completely 
realizing Canada's economic and social objectives is radically different from 
the existing Canadian system and is unlike the systems in effect in other 
countries. Our most important task in this chapter is to develop tax pro- 
visions that would allow the adoption of a new domestic system without 
adversely affecting our economic ties with the rest of the world. This 
involves working out the technical problems resulting from the taxation of 
the income flows across the Canadian border. It also requires the develop- 
ment of tax provisions that maintain, and preferably increase, the net 
economic benefit that Canada derives from foreign investment in Canada and 
from the investment by Canadians outside of Canada, consistent with our 


treaty obligations and with the normal standards of international taxation. 


The second task is to develop tax provisions that treat Canadians with 
foreign source income equitably relative to other Canadians. Thus, not 
only mast all foreign source income be brought into the comprehensive tax 
base and be subjected to progressive rates of income tax, but it must be 
brought in under procedures that minimize tax deferment. In addition, it 
is necessary to eliminate the serious loopholes existing in the present 
system that allow some Canadian residents to avoid paying full tax on their 


income by the utilization of companies in tax-haven countries. 


At the present time the rates of tax imposed on the Canadian source 
income of non-residents vary with the nature of the payment. Some payments 
[ele dividends) are subject to substantial Canadian tax, others to low 
rates of tax, and still others are not taxed at all. These disparities 
place an undue significance on the form of the payment, thus encouraging 
the adoption of procedures that lessen Canadian tax collections. Reducing 
these disparities is the third general task with which this chapter is 


concerned, 
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PRINCIPAL PROPOSALS 


Our principal proposals deal with the form of tax credit to be granted 
to Canadians in respect of their foreign income, the manner in which such 
income should be taxed in Canada and the rate of withholding tax to be applied 
to the income of non-residents originating in Canada. These proposals are 
discussed in detail later in this chapter but are summarized here for con- 


venience: 


1. The present exemption from tax of certain foreign dividends received by 
a resident corporation which is provided by section 28(1)(d) should be 
withdrawn. Dividends received from foreign direct investment should 
be grossed-up at an arbitrary rate of 30 per cent and a foreign tax 
credit of the same amount allowed. If the dividend was received by a 
resident individual, then the applicable Canadian tax on the grossed-up 
amount would be payable at the time of receipt. However, if the dividend 
was received by a resident corporation, no tax would be payable. until 
the income was in turn distributed or allocated, at which time a with- 
holding tax of 20 per cent of the grossed-up amount should be collected 
so that the resident shareholders would be entitled to a tax credit of 
D0 per cent of the grossed-up distribution (the original 30 per cent 


foreign tax credit plus the additional 20 per cent withheld). 


2. A foreign direct investment should be defined as an investment by a 


Canadian resident or associated group of Canadian residents: 


a) in a non-resident corporation in which he or the group holds a 
10 per cent or greater interest in the voting power, in the profits 
or in the assets distributed on liquidation of the non-resident 


corporation, or 


b) in a foreign property or business in which he or the group holds a 


10 per cent or greater interest. 


De 


Canadian taxpayers having foreign direct investments should report annu- 
ally the foreign income earned and the foreign income taxes paid in each 
foreign jurisdiction. If the foreign income taxes paid on this current 
income (including those paid by a non-resident corporation) were less 

than 30 per cent of the foreign income earned, the difference should be 
paid to Canada as a special tax. This procedure would ensure that all 
foreign source direct investment income was immediately subject to income 
taxes of at least 30 per cent on an accrual basis. If the foreign income 
was subsequently subjected to a withholding tax in the foreign country on 
distribution to the Canadian investor, the special tax paid on such income 
would be refunded to the extent of the withholding tax. If a Canadian 
taxpayer with less than a controlling interest in a foreign direct invest- 
ment could establish that he was unable to obtain sufficient information 
to compute the foreign income, he should be entitled to elect that it be 
taxed as portfolio investment income corre income from an investment other 


than a direct investment) with credit only for withholding taxes paid. 


For the purpose of these computations, foreign income should be defined 

as income reported to the foreign jurisdiction (or in an audited financial 
statement) with certain adjustments to make this figure generally com- 
parable to income as defined for Canadian tax purposes. These adjustments 
would not be numerous or detailed, and we will suggest an additional modi- 
fication that should mean that computations would rarely be necessary for 


most income derived from the United States and the United Kingdom. 


Canadian portfolio investors (investors who were not direct investors ) 


should be given an option: 


a) to be taxed on the same basis as direct investors as described 


above; or 


b) to be taxed as at present with a credit only for withholding taxes 


paid. 
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The basic withholding tax on most payments to non-residents other than 
dividends should be increased from 15 per cent to “Oper Gént t-<fhis 
withholding tax should be applied to gifts and bequests, income from 
employment in Canada and the income portion of payments from pension 
plans, in addition to interest, royalties, etc. This 30 per cent rate 
might be lowered for some snecific tynes of payments (e.g., the present 
exemption for certain interest payments to tax-exempt entities) and 


reduced by treaty for certain payments to specified countries. 


A withholding tax of up to 10 per cent should be imposed on payments 
for services that were deducted in the computation of business or 
property income and were not already subject to a withholding ca 
These services might well be rendered outside Canada but the benefit 
from them would be obtained in Canada. This withholding tax should not 


apply to amounts paid in reimbursement of expenses. 


In certain specific cases non-residents should be entitled to elect to 
be taxed as residents of Canada, reporting their world income from all 
sources and deducting foreign tax credits on the present basis for 
foreign taxes paid on income from foreign sources. This election 


should be available in the following cases: 


a) where a Canadian resident became non-resident and elected to be 
taxed as a Canadian resident for each year after the change of 


residence; or 


b) where a non-resident received certain kinds of income from Canada, 
including gifts, inheritances, the income portion of pension and 


annuity payments and employment income. 


The implementation of these recommendations would, we believe, confer 


the following important advantages: 


i On 
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Substitution of a 30 per cent gross-up and credit for the section 28(1) (a) 


exemption « 


a) 


d) 


Removal of the exemption under section 28(1)(d) for foreign dividends 
received by a Canadian corporation from a company in which it held 
at least a 25 per cent interest would eliminate a major loophole 

in the present tax system through which some Canadians have in 
effect avoided the payment of their full Canadian tax on Canadian 
source income which has been diverted through companies in tax 


havens. 


The use of an arbitrary flat-rate tax credit would reduce, to a 
great extent, the significance of the tax mix of the source country. 
Thus, the balance between income taxes and withholding taxes would 
be unimportant and the extent to which other taxes (e.g., sales 
taxes) were utilized in the foreign jurisdiction would be less 


important. 


Once it was decided that a broad exclusion like section 28(1)(d) 

was not appropriate, the use of an arbitrary rate would simplify 
the computations and remove much of the uncertainty. Both of 

these advantages would be particularly important to ensure that 
Canadian corporations were not discouraged from establishing foreign 
operations. Although the procedure would require the measurement 

of the underlying foreign source income from most countries, this 
would not generally apply to income derived from the United States 
or the United Kingdom (from which over three quarters of the foreign 
source dividends of Canadians are derived). This special treatment 
could perhaps later be extended to other countries after experience 
has been gained in administering the provisions. Im any case, the 
adjustments required for the other countries, although arbitrary, 
would be relatively simple. Because property gains would be taxed 


in full to Canadians on realization, full Canadian tax would be 
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collected in the long run. Arbitrary procedures to compute the 
annual tax liability therefore would not be as inequitable as they 


might otherwise be. 


ad) <A flat-rate gross-up and credit would result in the progressive 
rate schedule being applied to foreign source direct investment 


income, 


e) Adoption of a rate of 30 per cent for the gross-up and credit would 
have two advantages: Canada would derive some (albeit small) net 
revenue from foreign source dividends, and most shareholders in 
Canadian companies with foreign direct investments yontd pay no 
more Canadian tax on foreign source dividends than they do at 


present. 


f) The gross-up rate could be adjusted from time to time to meet 
particular circumstances. A reduction in the rate might be neces- 
sary if over time the expected before-tax rates of return on 
corporate assets in Canada declined following the adoption of the 


integration proposal. 


Requiring payment of income tax on foreign direct investment income at 


a rate of at least 30 per cent: 


a) A requirement that taxes of at least 30 per cent be paid each year 
to either the foreign jurisdiction or to Canada as the foreign 
income was accrued would reduce the tax deferment and the minimi- 


zation advantages provided directly or indirectly by tax havens. 


b) The recommended procedure would reduce the importance, from a 
taxation viewpoint, of the form of organization adopted for carrying 
On foreign operations. It would also largely eliminate any effect 
Canadian taxes might have on the decision to retain or remit funds 


from the foreign operation. 
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3. Increasing the level and scope of withholding taxes: 


a) The increase in the standard withholding tax (on most payments 
other than dividends) to 2 per cent would narrow the gap between 
the rates of tax imposed on different types of return on capital. 
It would reduce the attractiveness of some of the present methods 
employed to reduce the Canadian tax liabilities on income derived 


from this country and would thereby increase Canadian tax revenues. 


b) The application of a withholding tax to another form of remittance 
from Canada, namely, service fees, would ensure that at least 
gome tax revenue was collected on income from services enjoyed 
in Canada and performed by non-residents who were not physically 


present in Canada when the services were rendered. 


The balance of the chapter is devoted to further consideration of the 
concept of neutrality and its implications for our specific tax proposals, 
to an outline of the actual tax systems in effect in Canada, the United 
States and the United Kingdom, and to separate consideration of the tax 
issues and of our proposals for Canada as a country receiving income from 
abroad and as a country which is the source of income going abroad. We then 
examine some of the administrative aspects of international taxation and 


finally we review the nature and effect of the tax treaties. 


NEUTRALITY AS AN INTERNATIONAL CONCEPT 


Because of its key position in our consideration of the various pro- 
posals for international taxation, we will explore at some length in the 
following paragraphs the meaning of "neutrality" as a guiding concept for 


these proposals. 


To achieve complete international tax neutrality, the tax systems of 
all nations would have to be so harmonized that each individual would be 


indifferent, from a tax point of view, about his citizenship, his country of 


ge 


residence, the location of his property, the location of his business and 


the location of his job. This would require that all nations: 


ey Provide the same public goods, services and transfer payments to those 


residing or carrying on business in the country af’ 


oe Finance the provision of these public goods, services and transfer 


payments with the same kinds of taxes levied at the same rates. 


46 Avoid, shift and adjust to the same taxes to the same degree and 


at the same time. 


4, Tax each individual on his world income, defined in a uniform manner, 
at the same rates as those at which he would be taxed if he derived 
all of his income from his country of residence; these rates would 


have to be the same whatever his country of residence oh, 


In deciding where to work, where to invest and where to carry on 
business, tax considerations could be ignored because the ratio of the ex- 
pected after-tax rate of return to the expected before-tax rate of return 
would be a constant for each individual. If these conditions were realized, 
expected before-tax rates of return in different countries would not be 
distorted, relative to one another, as a result of differences in national 


tax systems. 


The conditions cited above would be extremely difficult to realize 
even with the best of intentions on the part of all nations. If all nations 
were to provide the same kinds and levels of public goods to their residents 
with the same bases and tax rates, per capita national incomes would have to 
be approximately the same. This condition is unlikely to be met in the fore- 
seeable future—if ever. Differences in national preferences between public 
and private goods and between different kinds of public goods will continue 
to prevail. National resource endowments, national market sizes and 


national mixes of industries are so diverse it is difficult to imagine that 
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avoidance, shifting and adjustments to taxes will ever be the same in all 


nations. 


In Chapter 19 we discuss how before-tax rates of return on productive 
assets change in response to changes in taxation. It is useful to briefly 


review that discussion here. 


Unless all taxes are avoided or shifted to exactly the same extent and 
at the same speed, the imposition of what purports to be a completely neutral 
tax will nevertheless change the ellocation of resources among alternative 
projects. To illustrate what is involved, assume that in a world with no 
taxes there are two kinds of projects, types A and B. Each kind of project 
is expected to yield a before-tax rate of return of 10 per cent. Suppose 
that a tax of 50 per cent is imposed on the net gains from both kinds of 
projects and that there is no avoidance. If the tax on the income from type 
A projects is fully shifted, the before-tax income is doubled and the after- 
tax income is unchanged; if the tax on type B projects is not shifted the 
before-tax income is unchanged but the after-tax income is cut in half. 
Investment in type A projects would be much more attractive than that in 
type B projects. However, over time the higher rate of return would lead to 
increased investment in type A projects which would increase the output of 
the goods produced by these projects. The increased supply of these goods 
would ee force their prices down. As a result the before- and after- 
tax rates of return on investments in type A projects would decline. Con- 
versely, the reduced investment in type B projects over time would result 
in an increase in the before- and after-tax rates of return from type B 
projects. Under simplifying assumptions, the before-tax rates of return 


on both kinds of projects would, in time, converge and once again be equal. 


These adjustments of before-tax rates of return to changes in taxes 
must be taken into account in analyzing international income taxes. Re- 
sources would not necessarily be allocated efficiently throughout the 


world if expected before-tax rates of return were the same in all countries. 
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The expected before-tax rates of return may differ between two countries not 
because capital was more productive in one than the other but because the 
same taxes imposed at the same time in both countries were not shifted to 
the same extent and the investment adjustment process had not yet reduced 
the return in the tax-shifting country or raised it in the non-shifting 


country. 


Because of market imperfections, differences in expected before-tax 
rates of return among alternative projects are an imperfect indication of 
the net benefit that would be derived from different investments within a 
nation. The interpretation of international differences in expected before- 
tax rates of return is even more difficult because, in addition to the "normal" 
market imperfections, nations not only have different tax systems but have 
purposely adopted substantial barriers to the flow of goods, capital and 
labour. Because of the distorting effects of these differences in tax 
structure and of countervailing national economic barriers we cannot presume 
that the allocation of resources on a world basis in accordance with these 


expected before-tax rates of return would lead to greater world output. 


Realization of the fourth condition would be particularly difficult in 
2 world consisting of debtor and creditor nations. If the types and amounts 
of each nation's foreign source income were equal to the types and amounts 
of its domestic source income flowing to (or attributable to) non-residents, 
the problem would be straightforward. All nations could agree to tax 
income on a destination basis. Whatever their views about the "proper" 
allocation of revenues between origin and destination countries, if they 
all adopted the same policy there would be neither revenue gain nor revenue 
loss, for the additional revenues obtained from fully taxing the foreign 
source income of residents would just be offset by the revenues forgone by 
not taxing the domestic source income of non-residents. But because some 
nations are net debtors and some net creditors such an easy solution is 


not possible. To tax solely on a destination basis would mean that debtor 
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nations would be worse off; to tax solely on a source basis would mean that 


creditor nations would be worse off. 


Thus, even if all nations had identical tax systems, there would be an 
inescapable conflict between net debtor and net creditor nations as to the 
"proper" division of revenues between source and destination countries. 
Debtors would continue to argue that the major share of the revenue should 
go to the country in which the income originated; creditors would continue 
to argue that the major share of the revenue should go to the country of 


residenee of the recipient of the income. 


From this discussion of the conditions necessary for the realization 
of international tax neutrality,it is obvious that such an objective is 
unattainable within the foreseeable future. But what is even more important, 
international tax neutrality may not even be desirable while other inter- 
national economic barriers exist (such as tariffs, immigration laws, foreign 
investment guidelines, and foreign exchange controls). All of these arti- 
ficial barriers to the free movement of goods, capital and labour among 
nations distort the international allocation of resources just as much or 
more than unneutral tax systems. It would only make sense to strive to 
develop an internationally neutral tax system if by doing so a more efficient 
international allocation of resources throughout the world would be achieved. 
As long as these non-tax barriers between nations prevailed, an improvement 
in the international allocation of resources would probably require national 
tax systems that deviated from neutrality to compensate for the other 


barriers. 


Once this point is reached we are forced to admit that it is impossible 
to make any general statements about how international income flows should be 
taxed by any particular country if the purpose is to achieve an efficient 
allocation of world resources. It depends entirely upon the particular 
circumstances. While compensating deviations from a neutral tax system are 


theoretically possible, it would be extremely difficult in the present state 
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of knowledge to determine the form and magnitude they should take. 


This is a depressing conclusion because we know that, in the absence 
of all barriers to the movement of labour, capital and goods between nations 
(or with offsetting adjustments if they could not be removed), world output 
would be greater. The nations that would gain from the removal of barriers 
to international mobility could more than compensate the nations that would 
lose, and still be better off. Although it would be naive to expect that 
this idyllic state of the world will soon be attained, men of good will must 
not lose sight of this long-run objective. If they cannot further its 
realization, they can at least refrain from creating obstacles to its ultimate 


attainment. 


We do not advocate the unilateral removal of all international barriers 
by Canada. It is impossible to say, except in terms of the particular facts, 
whether or not a unilateral reduction in a particular barrier would be in 
our long-run interest. Some Canadian barriers are probably necessary to 
compensate for the barriers erected in other countries. If other nations 
raise international economic barriers Canada may have no alternative but to 
raise countervailing barriers. We need this retaliatory capability. However, 
we should try to avoid situations that would require retaliation by Canada 


or would lead to retaliation by other countries against Canada. 


We do not doubt that Canada should pursue its self-interest. But 
we believe that a world with lower national barriers to the movement of 
labour, goods and capital would be in Canada's long-run self-interest. We 
can hardly expect reductions in international barriers to be made by others 
if we are busy erecting our own. 
PRESENT TREATMENT OF INTERNATIONAL INCOME 
IN THE UNITED STATES, THE UNITED KINGDOM AND CANADA 


As a background to our specific proposals it is useful to set forth a 


brief composite picture of the present Canadian, United States and United 
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Kingdom systems for taxing international income. The present Canadian system 
is described in greater detail after discussion of the composite picture. To 
facilitate the following description, we will discuss international income 


under three general headings: 


Le Business Income 
Zs Property Income 


36 Employment Income 


Business Income 


Business income arises from the carrying on of a direct business 
activity in one country by a resident of another country. One of the princi- 
pal instances is operations carried on by a corporation through a branch; 
another is activities of a business character carried on directly by an 


individual or sole proprietor. 


Business income under our comprehensive tax base would, of course, 
include gains on property disposed of by a non-resident in the course of 


carrying on a business in Canada. 


Property Income 


Property income is composed mainly of the normal forms of return from 
the investment of capital, the lending of money or the rental or: licensing 
of property in another country, where the activity is not of such a character 
as to constitute the carrying on of a business. These forms of income 
(dividends, interest, rents and royalties) are usually subject, on distri- 
bution to a resident of another country, to "withholding" taxes levied by 
the source country. In some instances, withholding tax is also applied to 


other types of income. 


The concept of "property income" as applied to international taxation 
would not include gains realized on the disposition of property. Such gains 


would usually be taxed only if realized by residents of the source country. 
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We have already pointed out, however, that under the comprehensive tax base 
property gains would be included in income where they formed part of business 


income, whether earned by a resident or a non-resident. 


In the case of dividends received, a distinction is usually made in 
the country of destination, for purposes of levying its own taxes, between 
dividends from a company in the source country in which the holding is suf- 
ficiently large to constitute "direct investment" and those from a company in 
which the holding falls below the test for direct investment and is treated 
as "portfolio investment". Normally the distinction has no relevance in the 
country of source in the application of its taxes on payments leaving the 


country. 


The test for direct investment, although not referred to as such, is 
established by statute; in the United States ownership of 10 per cent or more 
of the voting shares is required and in Canada more than 25 per cents” Tt is 
of interest to note that even ownership of all the shares of a company in 
another country constitutes investment in that other country and not the 
carrying on of a business. For purposes of taxation in the foreign country, 
the wholly owned subsidiary would normally be regarded as a resident of that 
country and subject to the usual taxes in that country. The fact of foreign 
ownership would be of relevance only for the application of additional taxes 


on dividends leaving the country. 
Employment Income 


This classification is almost self-explanatory. It consists of income 
received under a contract of employment where the employment is performed 


by a resident of another country. 


Set out below is a skeletal description of the way in which these 
various types of income are taxed (subject, of course, to a number of excep- 
tions) under the Canadian, United States and United Kingdom systems. Because 


the United States tax treatment of foreign source income is of particular 
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interest in view of our recommendations, a more detailed description of its 


procedures is contained in Appendix L to this Volume. 


Taxation in the Country of Source 


ie 


Business Income. Income tax is imposed at full domestic rates on 


"business income" earned in a country of source by a non-resident. 


Property Income. Tax is levied at a flat rate on investment income 


(interest, dividends, rents and royalties) paid to a non-resident. 


Employment Income. Domestic graduated rates of tax, or a flat-rate 
tax in lieu thereof, is normally applied to the income of a non- 
resident, such as salaries and wages, for personal services performed 


by the non-resident in the country of source. 


Taxation in the Country of Destination 


1. 


26 


Business Income. Business income earned by direct business activity 
in a source country is included in income in the destination country, 
whether remitted or not. It is grossed-up to include direct taxes 
paid in the country of source and a credit is allowed for those 
taxes against the taxes in the country of destination, but not 


exceeding the tax on the same income in the country of destination. 


Property Income. Property income from a source country (other than 
dividend income from direct investment) is included when received, 
and is grossed-up to include withholding or similar taxes paid to 
the country of source. A credit is allowed for those taxes against 
the taxes in the country of destination, but not exceeding the tax 


on the same income in the country of destination. 


Employment Income. Is accorded the same treatment as property 


income. 
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For dividends the above statement for property income applies to 
"yortfolio investment", but a different treatment is provided for "direct 


investment", 


Where either the United States or the United Kingdom is the country 
of destination of a dividend from direct investment, that dividend is grossed- 
up to include direct taxes levied in the country of source on the corporate 
income from which that dividend was declared as well as the withholding tax 
on the dividend, and a credit is allowed up to the amount of the domestic 
income tax on the same income for the underlying corporation income tax of 
the source country and for any withholding tax levied by the source country 
on the dividend when paid. In the United States, interest income received 
from the direct investment is aggregated with the dividend income in com- 
puting the foreign tax credit. Where Canada is the country of destination 
of such a dividend, a different treatment applies. The dividend, when re- 
ceived by a Canadian corporation, is free of any further Canadian corporation 


income tax. 


Some notable modifications of this general description, usually.based on 
the pursuit of an economic objective, may be found in all three countries. 
In the United States they include the Western Hemisphere Trade Corporation, 
the 1962 tax-haven legislation against the "controlled foreign corporation", 
the exceptions therefrom granted to the Export Trade Corporation and to 
companies operating in under-developed countries, and the Interest Equalization 
Tax. In the United Kingdom a comparable instance was the Overseas Trade 
Corporation which, under the 1965 Finance Act, was abolished as of April 6, 


1966. <A Canadian example is the treatment of foreign business corporations. 
PRESENT TREATMENT OF INTERNATIONAL INCOME IN CANADA 


The following very brief outline of the Canadian method of taxation 


brings the subject closer to our direct lines of inquiry. 
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Residents 


The basic Canadian test of liability for income tax is residence, as 
contrasted with citizenship or domicile or combinations of these three 
factors which are used in some other countries. A Canadian resident, 
whether an individual, corporation, or any other form of entity, is taxable 
in Canada at Canadian rates on total world income. The general concept of 
residence is not a clear one. For most purposes, an individual who lives 
more or less continuously in Canada as part of the routine of his life is a 
resident. For a corporation, the general rule is that it is resident at the 
place where it is managed and controlled. This rule has been modified and 
extended in recent years by statute, so that in most cases a corporation is 
now resident in Canada if it is incorporated in Canada, regardless of where 


its management and control is located. 


Business Income. Where a Canadian resident carries on business directly in 
a foreign country, as through a branch, the whole income is taxed in Canada 
as earned, and a credit is allowed for income taxes paid to the foreign 


country up to the amount of the Canadian income tax on the same income. 


A special type of resident corporation—one whose assets and business 
operations are substantially outside Canada—is exempt from Canadian tax 


liability as a "foreign business corporation". 


Property Income, Where a Canadian resident receives property income from 
abroad (dividends, interest, rents, royalties, etc.), that income is grossed- 
up to include any withholding taxes levied by the country of source and a 
credit for those taxes is allowed up to the amount of the Canadian income 


tax on the same income. 


This treatment is modified where more than 25 per cent of the voting 
shares of a foreign company are owned by a Canadian corporation. In these 
circumstances, dividends from the foreign company are received by the 
Canadian corporation free of corporation income tax under section 28(1) (a) 


of the Income Tax Act. 
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Employment Income. A resident individual receiving employment income from 
a foreign source will include that income for Canadian tax purposes on a 
grossed-up basis and deduct from his income tax otherwise payable a credit 
for the foreign income taxes paid up to the amount of the Canadian income 


tax on the same income. 


Non-Residents 


Business Income. A non-resident carrying on business in Canada is taxed in 
the same way as a resident in respect of the earnings from that business 
activity, the main difference being that the income included in the con- 
putation of the rate of tax applicable is limited to the income earned in 
Canada. However, in the case of a business carried on in Canada through a 
branch of a foreign corporation, an additional tax of 15 per cent is imposed 
on a part of the profits of the branch remaining after payment of corporation 
income tax on those profits. A special deduction in respect of investment 


in fixed capital is allowed in calculating the income subject to this tax. 


Property Income. Payments of property income by residents to non-residents 


of Canada are subject to withholding taxes as follows: 


Le Dividends of a company owned to the extent of 25 per cent or more 
by Canadians (with a variation in this rule if the shares are listed 


on a stock exchange) 10 per cent; all other dividends—15 per cent. 


2a Interest~—15 per cent with certain exceptions, the most important 
being the exemption for interest payments on bonds issued after 
April 15, 1966, by the federal, provincial, and municipal governments, 
and for interest payments to organizations exempt from tax in their 


country (conditional on certificates of exemption being provided). 


be Rentals—15 per cent, but in the case of realty rentals a non- 
resident may elect to pay tax at the applicable Canadian tax rates 


after filing an income tax return of net Canadian rental income. 
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4, Royalties—copyright royalties are not subject to withholding tax; 
film and tape royalties—10 per cent; all other royalties—15 per 
cent. A recipient of timber royalties may elect to be taxed on his 
net Canadian income by filing a return as in the case of a recipient 


of real estate rentals. 
a Estate and trust income and patronage dividends~-15 per cent, 


A 15 per cent tax in lieu of any other tax (including the withholding 
tax on dividends and interest paid) is imposed on the income of a non- 
resident-owned investment corporation—a corporation substantially owned 


abroad whose income is substantially from investments. 


Employment Income. A non-resident of Canada who has been employed in Canada 
must report his Canadian income and pay tax on that income at the usual 
graduated rates. An appropriate proportion of the Canadian concessions and 


allowances is granted as a deduction in determining taxable income. 


The foregoing describes the main elements of the Canadian tax system 
for non-residents under the Income Tax Act. Modifications made by treaty 


have not been discussed. 
TAXATION IN CANADA AS THE COUNTRY OF DESTINATION 
Equity Considerations 


Equity requires that all foreign source income, whether it results 
from working, investing or carrying on business abroad, be taxed to residents 
on the same basis as domestic source income. Under our proposal for the full 
taxation of property gains, this would mean that residents holding rights to 
or interests in property located outside of Canada would be taxed on the 
disposition of such rights or interests (including a disposition on death) 
or on the net gains deemed to have been realized on giving up Canadian 


residence. 
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Because income not brought into Canada must necessarily result in an 
increase in the value of the resident's interest in foreign property 
(ignoring fareign source income that the resident spends on personal con- 
sumption outside of Canada), all foreign source income would ultimately 
become subject. to Canadian taxation. This would close what is now a sub- 
stantial loophole in the tax system. Residents can now establish a foreign 
corporation to hold their income-earning assets in a country with low corpo- 
ration taxes. The income can be retained in the foreign corporation and the 
resident can realize this income without Canadian tax by the sale of the 


shares in the foreign corporation. 


Unfortunately the full taxation of property gains poses significant 
problems. If the property gains on rights to or interests in property 
located outside of Canada were brought into income only when realized, there 
would be a deferment problem. We have already demonstrated that the post- 
ponement of taxes can be about as advantageous as the avoidance or reduction 
of taxes. On the other hand, if such gains were taxed on an accrual basis, 
it would be difficult to determine the market value of property located in 


another jurisdiction. 


Our proposal.for the domestic tax system initially brings only 
realized property gains into income. We have also proposed that, un- 
less the current earnings of Canadian intermediaries are brought into 
the income of shareholders and beneficiaries annually, such income 
should be subject to tax in the organization—usually at the top 
personal rate. This prevents the deferment of tax that would other- 
wise be possible if distributions were subject to additional personal tax. 
To place residents with interests in foreign corporations and trusts on 
the same basis as persons with domestic investments, the interest of Canadian 
residents in the income of these foreign organizations should also be taxed 
currently at the top personal rate. However, if these organizations did not 


make cash distributions, some Canadian shareholders or beneficiaries might 
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not have the cash available to pay the Canadian tax imposed in respect of 
the accrued income. In addition, there would be a number of administrative 
problems involved in the determination of the amounts to be taken into account 


each year. 


These administrative questions would basically be concerned with deter- 
mining what was the foreign source income for Canadian tax purposes, when the 
foreign income should be brought into account and what was the amount of the 
foreign tax credit that was to be deductible in determining the Canadian tax 
liability. Obviously business income for tax purposes in the source country 
need not be the same as business income for tax purposes in Canada—and in 
fact the differences in legislation are apt to result in substantial vari- 
ations. A recomputation of the foreign source business income on the basis 
of Canadian rules could be an extremely complex procedure for the taxpayer, 
and yet, without such a recomputation, the amount included in the Canadian 
tax base would not properly reflect the Canadian rules for the determination 
of income. The question of timing also has administrative implications 
because it affects the determination of the amount of foreign source income 


and taxes that should be taken into consideration in each year. 
Economic Considerations 


There are economic as well as administrative questions that have to 
be considered in any attempt to attain neutrality in the taxation of the 
foreign source income of residents. The principal question is the extent 
to which Canada should give residents credit for the taxes paid to other 
governments on their foreign source income. At the one extreme, it can be 
argued that in so far as the Canadian government is concerned, the taxes 
paid to a foreign government by a Canadian-controlled foreign corporation 
are simply an expense of doing business abroad, and no credit should be 
given for foreign taxes (corporation or withholding taxes) against the 
resident's Canadian tax liabilities. This would mean that in deciding 


whether to invest in Canada or in another country that imposed income taxes, 
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the expected before-tax rate of return on a foreign project would have to 


be higher than the expected before-tax rate of return on a Canadian project. 


At the other extreme, it can be argued that Canada should give full 
credit for foreign taxes paid against Canadian tax liabilities—even to the 
point of refunding foreign taxes if they exceeded the Canadian tax liability. 
If this were done, the Canadian investor would be completely indifferent to 
the taxes imposed by other countries. Other things being equal, projects 
with the same expected before-tax rates of return would be equally attractive 
wherever their location because they would all have the same expected after- 


tax rate of return to the Canadian resident. 


For the reasons outlined in our discussion of international tax 
neutrality, we are convinced that it is impossible to say categorically 
what this foreign tax credit should be if Canada wished to achieve an 
efficient allocation of capital throughout the world. We simply do not 
know the extent to which the expected before-tax rates of return in dif- 
ferent countries reflect the “true" return from capital. We are forced to 


fall back on pragmatic considerations. 


Ignoring the implications of the adoption of our integration proposal, 
which will be discussed later, we reject the proposition that Canada should 
provide a full credit for foreign taxes (including the making of refunds 
if the foreign taxes paid exceeded the Canadian tax liability). We likewise 
reject the proposition that Canada should give no credit for foreign taxes, 
The granting of full credit with refunds is rejected because this would 
require Canada to rebate taxes it had never collected and would leave the 
Canadian treasury at the mercy of foreign treasuries. Full credit for 
foreign taxes up to the Canadian tax is rejected because we believe that 
every resident of Canada enjoys some public benefits and should bear some 
of the Canadian tax burden of providing these benefits and because the 


resident should be made aware that foreign investment imposes a revenue 
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loss on Canada. For, from a restricted point of view, if the before-tax 
return on a Canadian investment is greater than the after-foreign-tax return 
on a competing foreign investment, Canada "loses" the amount of the differ- 


ential if the foreign investment is undertaken. 


The net economic benefit that Canada derives from foreign investment 
by Canadians is uncertain. Some Canadian direct investment extends markets 
for Canadian goods, secures supplies, and improves Canadian technology. It 
is undoubtedly profitable to individual Canadians and economically advan- 
tageous to the nation. At the other extreme, some foreign portfolio invest- 
ment is only profitable to individuals because Canada gives credit for the 
withholding taxes imposed by other governments, and presumably confers 
little if any net economic benefit on Canada. Unfortunately, there are no 


adequate measures of the net benefit from either. 


Changes in the Canadian tax treatment of residents that would 

deter investment abroad are less likely to shake international investor 
confidence in Canada or lead to foreign retaliation than adverse changes in 
the tax treatment of non-residents who invest in Canada. However, we cannot 
be indifferent to the reactions of non-residents and foreign governments to 
changes in Canada's treatment of Canadians who invest abroad. If Canada 
deters its residents from investing abroad we are obviously in no position 
to complain when other nations seek to deter their residents from investing 
in Canada. Although the immediate net benefit to Canada of foreign invest- 
ment by Canadians may be small (conceivably negative), if Canada adopts tax 
provisions that discourage foreign investment by Canadians and this results 
in foreign retaliation, Canada could lose more elsewhere than it would gain 
through the reduction of foreign investment by Canadians. How this net loss 


could come about can be readily explained. 


Canada obtains a net economic benefit from most investment in Canada 
by non-residents. The revenues obtained from taxing the income earned by 


such investments are an important part of that benefit. The revenues that can 
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be raised by taxing foreign investment in Canada without deterring such 
foreign investment are dependent upon the credit that foreign governments 
give to their residents with respect to the taxes paid to Canada. If 
foreign governments gave lower or no credits for taxes paid to Canada, 
Canada would be forced to lower its taxes on the income of foreign invest- 
ments in Canada to prevent a sharp drop in such investment Bd, This would 


reduce the net benefit we obtain from foreign investment in Canada. 


We do not know whether foreign governments would remove or reduce 
their foreign tax credits if Canada refused to give Canadian residents 
credit for foreign taxes. But the gains from reducing foreign investment 
by Canadians would be small and uncertain even if there were no foueai 
retaliation, while the losses would be large and predictable if there 
were retaliation. Therefore, we reject the idea that Canada should seek 
to inhibit investment abroad by Canadians by withdrawing credits for 
foreign taxes paid on the income resulting from foreign investments by 


Canadians. 
Specific Types of Income 


It will be recalled that we are concerned with the tax treatment 
in Canada of three main types of income: business income, property in- 


come and employment income. 


Property Income and Employment Income. A discussion of the treatment of 


property and employment income can be readily concluded since we propose 
no substantial changes in the present procedures, except for dividends 


which will be discussed in detail below. 


Property income from abroad is now included in Canadian income 
grossed-up for any withholding tax imposed by a source country and with 


a credit allowed against the Canadian tax for such a foreign tax to an 
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amount not exceeding the Canadian tax on the foreign source income. We 


see no reason for departing from this procedure. 


For employment income earned by Canadians abroad we propose continua- 


tion of existing procedures without change. 


Direct Investment Income (Including Business Income). We bring income de- 


rived from direct investment in a foreign corporation and foreign business 
income together for the present discussion because their underlying 
similarity raises the same general issues. The conduct of business in 

a foreign country through a wholly or substantially owned subsidiary 
differs little, from an economic point of view, from direct operation 
through a branch, and the same general issues of taxation are involved. 
The singular difference for tax purposes under the present law is that 
interposition of the foreign corporation means that the Canadian company 
operating abroad through direct investment in a corporation includes as 
income only dividends actually received from that corporation, whereas 
the Canadian company operating directly through a branch is regarded as 
having earned and received the full profits of the branch each year and 
obtains credit for the foreign tax thereon. As we have seen, in the 
United States and the United Kingdom the same general procedure—the full 
gross-up and credit procedure—is used for both direct business activity 
and direct investment income. Canada, although ostensibly reaching much 
the same general objective by the two routes, has adopted different forms 
of treatment for branch income and dividends from direct investment. 
Branch income, as we have said, must be included in Canadian income 
gsrossed-up for the foreign income tax and recalculated to conform to 
Canadian rules for computing taxable business income. The Canadian tax 
is calculated on the foreign income so adjusted and a credit is allowed 


for the foreign tax paid, but not in an amount that exceeds the Canadian 


510 


tax. On the other hand, dividends derived from direct investment in a 
foreign corporation—at present where more than 25 per cent of the voting 
shares are owned—are exempt from Canadian corporation income tax on 
receipt in Canada. The only condition for this exemption is the required 


degree of ownership. 


It is apparent that within the Canadian treatment of foreign source 
business income may be found the two classical extremes of allowance 
for foreign taxation. One provides for the full, accurate and precise 
measurement of the foreign income and tax liability, with a precisely 
computed credit against Canadian tax. The other grants an exemption 
from tax under conditions very easily met. The United States and the 
United Kingdom have followed the first method both for branch income and 
direct investment income, and no provision comparable to section 28(1)(a) 
of the Income Tax Act may be found in the tax system of either country. 
There are some examples of exemption of foreign dividends to be found 
in other countries, but Canada is virtually unique in its adoption of a 
provision as sweeping as section 28(1)(d). Its origins and effects are 


therefore of considerable interest. 


The exemption contained in section 28(1)(d) appears to have had as its 
original purpose the achievement of an equitable and administratively simple 
alternative to the complexities of the gross-up and credit procedure. At 
the time of its introduction in 1949, the bulk of Canadian foreign source 
income originated in countries having corporation taxes as high as the 
Canadian, mainly the United States and the United Kingdom. The effect of 
this section was undoubtedly to provide directly for the virtual exemp- 
tion of foreign source income from Canadian tax which was the end result 
of the complicated gross-up and tax credit procedure previously in force. 


Its origins in section 4(r) and subsections (2A) ana (2B) of section 8 of the 
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Income War Tax Act are clearly discernible, and the fact that both of these 
sections were repealed in 1949 on the enactment of section 27(1)(d) (now 
section 28(1)(d)) supports the conclusion that, initially, the provision 

was looked on mainly as a device for administrative simplification. At first 
the ownership requirement was 50 per cent or more but in 1951, following 

the recommendation of the Advisory Committee on Overseas Investment, the 
ownership test was reduced to its present 25 per cent as a means of en- 
couraging foreign investment by Canadians. It has since remained at that 


level. 


One result of these provisions is that the Canadian taxpayer has en- 
joyed a much greater simplicity and ease of calculation for foreign income 
than his United States or United Kingdom counterparts. The tax minimization 
possibilities of the exemption privilege, in combination with the use of 
foreign tax havens, have not gone unnoticed. The provision can be used to re- 
duce Canadian tax on income generated in Canada for the benefit of Canadians. 
By establishing companies in jurisdictions which impose little or no tax, 
Canadians can reduce their Canadian tax by engaging in a series of paper 
transactions which exploit the provisions of tax treaties in combination 


with section 28(1)(4a). 


There is also evidence that the provision has offered the possibility 
to use Canada itself as a tax haven for international business. Data com- 
piled for us by the Taxation Division show that over a period of years a 
very substantial part of the dividends reported under this section has 
originated in jurisdictions imposing little or no tax, and that a very high 
proportion of these dividends has been received in Canada by holding companies 
not having a substantial Canadian economic interest but representing for the 
most part foreign ownership. Of a total of $1,500 million received by all 
Canadian corporations (including those that were owned by non-residents) in 
the five years from 1957 to 1961, only 10 per cent came from the United 


States and 4} per cent from the United Kingdom, 
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The defects of the present section 28(1)(d) are obvious, and we 


therefore recommend its repeal. 
Full Gross-up and Credit 


The most obvious alternative to the present Canadian treatment of in- 
come from direct investment (it is already in effect in Canada for direct 
business activity in a foreign country) is that employed by both the United 
States and the United Kingdom—the so-called "full gross-up and credit" 
method. We have recommended the full gross-up and credit method as the 
appropriate basis for the taxation of Canadian corporation income for 
residents. The logical counterpart would be to extend the same principle 
to the foreign direct investment earnings of Canadian corporations and 
individuals. The effect would undoubtedly be to produce a more exact cal- 
culation of the foreign tax credit and a more accurate allowance of that 


credit against the Canadian tax. 


One serious disadvantage of the full gross-up and credit system in the 
international field is that it is far more complicated than the present 
Canadian method and would introduce a whole new range of administrative 
complexities for both taxpayers and tax authorities. In principle, it would 
require that the foreign corporate income being grossed-up be completely 
recalculated on the same basis as the Canadian, so that the taxable income, 
the tax to be credited and the tax credit limitations would be comparisons 
of like with like. Such adjustments are required now only in a relatively 
limited number of cases for direct business activity, mainly involving 
branches. But the extension of the full gross-up treatment to all foreign 
companies in which there was a Canadian direct investment would greatly 
multiply the number of companies affected. Also, consideration would have 
to be given to allowing a similar grossing-up procedure for the subsidiaries 
of the main foreign subsidiary Civ eo; sub-subsidiaries) in order to carry 
the taxes of the sub-subsidiaries through the main subsidiary to the Canadian 


parent. (The United States law now provides for inclusion of only the 
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second level af foreign subsidiaries.) Furthermore, questions of the 

method for calculating the average rate of tax, the identification of years 

in which income was earned by the subsidiary and received by the parent and 

a, host of other problems not now of significance would take on great importance 


for all Canadian companies having ea direct investment in a foreign company. 


The effect of the full gross-up and credit system is to bring up to 
the level of Canadian texation the corporation income tax on business income 
earned anywhere in the world. While we do not in general favour the use of 
taxation for international competitive purposes, we are forced to recognize 
that in many new countries one of the few means available for granting 
economic incentives is taxation. To require that the tax on business income 
earned in those countries must ultimately be at least 50 per cent would 
completely frustrate, or "neutralize", any incentives extended by the new 
countries. Also, in these same countries indirect taxes are frequently 
a large element in the tax mix. These represent a burden on any business 
operating in a country of source which, in the present state of international 
taxation, is not taken into account in determining the tax credit in the 
country of destination. In bringing the ultimate corporation income tax 
burden up to a rate of 50 per cent, we would be disregarding the existence 


of these indirect taxes. 


The recent experience in the United States with attempts to cope with 
similar problems is indicative of the complexities that can be encountered 
where the full gross-up and credit system is extended to overcome tax avoid- 
ance through foreign tax havens. As a measure to assist the balance-~-of- 
payments problem, President Kennedy recommended to the Congress in 1961 that 
foreign-earned corporate income be deemed to have been received and to be 
taxable in the United States as it accrued abroad. It was reasoned that 
if tax deferment were removed, United States companies would immediately 
bring home their foreign earnings. The proposal met with a storm of protest 


from United States industry and, after protracted hearings and Congressional 
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studies, a measure emerged directed not at tax deferment in general but at 
deferment of tax on certain forms of income accruing in tax-haven juris- 
dictions. Income of a "controlled foreign corporation" of a specified 
character (generally of a "passive" type, that is, not related to the con- 
duct of an economic activity in the actual location of the foreign subsidiary) 
is deemed to be received by the United States shareholders owning 10 per cent 
or more of the voting shares of the corporation and is then taxable. Ex- 
ceptions are made where certain minimum distributions are made by the con- 
trolled foreign corporation, where the controlled foreign corporation is 
operating in a less developed country or where it is a corporation devoted 


exclusively to export trade uf. 


We have considered this United States legislation as a possible model 
for Canadian action but have concluded that it is far too complex in its 
detailed application for our more limited goal. The role of the United 
States in the world economy is so crucial that a measure of this sort must 
meet a wide and conflicting variety of objectives, and in the process assume 
such complexity that its full ramifications are not even yet fully apparent. 
Much of this complexity stems from the fact that the objective of the legis- 
lation was to bring into taxation, at full United States rates, accumlating 
foreign source income, the natural result of applying the full gross-up and 
credit mechanism. The conditions under which this onerous treatment should 
apply and the nature of exemptions from it, therefore, had to be defined 
with great care. We have concluded that our much less ambitious objectives 
could be achieved by adopting somewhat more arbitrary but simpler methods. 


We have designed our proposal with this in mind. 


The remaining objective we have sought, a degree of integration of 
foreign corporation taxes with Canadian personal income tax, coula as well 
be achieved under the gross-up and credit method as under any other by 
adopting some arbitrary and simplified procedures. However , we have already 


concluded that full integration of foreign corporation taxes with the 
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Canadian personal income tax is not acceptable, as it would mean that the 
Canadian government would be required to make massive refunds to Canadian 
shareholders of taxes collected by other governments. This, then, is the 
primary reason for rejecting the use of the full gross-up and credit. We 
have therefore sought in our solution a degree of integration that is some- 
thing less than would be achieved by the system of full gross-up and credit 


for foreign direct investment income. 
Our Proposal 


We have concluded that Canadian objectives can be met adequately by 
a solution somewhere between the full gross-up and credit at the one extreme 
and the exemption provided under the present section 28(1)(da) at the other. 
We are primarily concerned at this point with the position of companies 
having foreign subsidiaries which now qualify under section 28(1)(d). The 
future status of business activities carried on directly abroad through 


branches will be referred to later. 


Foreign Direct Investment Income 
Scope of application. We propose that the treatment outlined below 


should apply to a foreign direct investment. A foreign direct investment 
would be an investment by a Canadian resident or associated group of Canadian 
residents (a) in a non-resident corporation in which he or the group held a 
10 per cent or greater interest in the voting power, in the profits or in 
the assets distributed on liquidation of the non-resident corporation, or 
(bo) in a foreign property or business in which he or the group held a 10 

per cent or greater interest. This percentage is smaller than the 25 per 
cent now specified in section 28(1) (a), but would appear to be a reasonable 
dividing line between an investment which is not made for purposes of having 
a direct influence in the affairs of a company, and one which can carry with 
it some measure of control. However, because of other provisions discussed 
below, this artificial dividing line should not result in any inequity for 


a taxpayer who had less than a 10 per cent interest and, accordingly, was not 
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able to qualify for the 40 per cent gross-up and credit. In the case of 

an investment in a foreign company, the 10 per cent would only apply to 
direct shareholdings. Subsidiaries of a foreign company in which a direct 
investment was held should be included if an interest of 50 per cent or more 
was held by the foreign parent and by other shareholders who were not 


dealing at arm's length with that company. 


Procedure. Where a direct investment was held, the following pro- 


cedure would apply: 


a The income and tax liability would be computed (as described below) 
generally in accordance with the broad principles of the Canadian 


1a. lowe 


as In the case of a Canadian individual with a direct investment in a 
foreign property or business, his proportionate interest in the income 
earned in the foreign jurisdiction would be included in his income 
for Canadian tax purposes in the year it was earned, the net income 
after foreign tax being grossed-up to include the foreign taxes 
paid or deemed to be paid, not exceeding 30 per cent. Therefore, 
the applicable Canadian tax would become payable immediately and 
credit would be allowed for the foreign taxes paid or deemed to be 


paid up to the 30 per cent maximum. 


30 In the case of a Canadian individual with a direct investment ina 
foreign company or with an investment in a Canadian company that 
itself had a direct investment in a foreign company, property or 


business, the procedure would be more complex: 


a) Where foreign taxes were paid or were deemed to have been 
paid at the rate of 30 per cent or more on the foreign source 
income so recalculated, generally no Canadian income tax should 
be payable until the foreign income was distributed to Canadian 


individuals. Thus, no Canadian tax should be payable by a Canadian 


b) 
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individual with a foreign direct investment company until he received 
a dividend. Similarly, in this case, no Canadian tax should be pay- 
able by a Canadian corporation with a foreign direct investment, 
either when dividends were received or when property or business 
income was earned. However, when such a Canadian pocpora ii ah in 
turn distributed or allocated the foreign source income to its 
individual or corporate shareholders, or when the foreign divi- 
dends were received directly by a Canadian individual having a 
direct investment in the foreign company, the full rates of 
Canadian tax should apply to the grossed-up dividend, with a 
deduction of a deemed foreign tax credit at the 50 per cent rate. 
We recommend that where a Canadian company received the foreign 
income and subsequently made a distribution or allocation it 

should be required to withhold 20 per cent of the grossed-up 

amount distributed or allocated to residents in order to bring the 
total tax credit available to its Canadian shareholders up to the 


full 50 per cent 5/. 


Where foreign income taxes were paid, or were deemed to have been 
paid, at a rate of less than 30 per cent, a Canadian investor 
(corporate or individual) having a direct investment in the foreign 
company should be required to pay a tax on his pro rata share of 
the grossed-up foreign income so recalculated sufficient to bring 
the total income taxes paid on such income up to 430 per cent. 

This would be the case whether or not the income was distributed 

or allocated to the Canadian investor. Thus, the Canadian tax 
would be the difference between 30 per cent of his pro rata share 
of the grossed-up income for Canadian tax purposes and his pro rata 
share of the actual foreign income taxes paid on this income. It 
might be provided that this computation would be based upon the 
average foreign taxes paid over a period of time, so that major 


differences in the tax liability between years would not distort 
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the overall tax position of the Canadian shareholder, If with- 
holding taxes were imposed on a subsequent distribution by a 
foreign company in which the direct investment was held, a claim 
could be made for a refund of the special Canadian tax paid up to 
the amount of the tax withheld. Otherwise, a distribution would be 
treated in the same manner as is outlined under (a) above and 4 


below, 


4, When a Canadian direct investor, corporate or individual, received a 
dividend from the foreign corporation, the net amount received or earned 
(after any withholding tax deducted at source) should be grossed-up by 
an arbitrary 30 per cent for the deemed foreign income taxes balan When 
property or business income is earned on a foreign direct investment it 
should be grossed-up at the lesser of the actual foreign income taxes 
paid or 40 per cent, In either case the grossed-up amount would be in- 
cluded in income and a credit would be allowed for the 30 per cent as 
foreign income taxes paid, Examples of this procedure are given in 


Table 26-1 below. 


To recapitulate, the substance of our proposal is to require that in- 
come taxes (foreign and Canadian) of at least 30 per cent be paid on income 
from a foreign direct investment from year to year as it accrues, Other than 
the requirements of making whatever computation was necessary to determine 
whether income taxes of at least 30 per cent had been paid and of paying any 
Canadian tax liability that may be due as a result of such computation, there 
would be no further Canadian tax implications until the income from the direct 
investment operation was actually distributed by the resident corporate 
direct investor, Where a resident corporation received such income, there 
would be no tax consequences at the time of receipt, but only when it made 
a distribution or allocation to resident individuals, Thus, income would 
be taken into account in Canada only when received by individuals and the 
computation of the gross income and foreign tax credit would be relatively 


simple, 
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Table 26-1 illustrates the basic gross-up and credit computations 
required under our proposal for a Canadian shareholder and a Canadian 
parent corporation of a foreign subsidiary and contrast them with the pre- 
sent system. It is assumed that the foreign subsidiary had before-tax 
income of $100 and that the balance remaining after tax was distributed in 


full right through to the individual Canadian shareholder. 


Most Canadian individual shareholders who held an interest, either 
personally or through a Canadian corporation, in a foreign direct invest- 
ment that was subject to foreign income taxes of at least 30 per cent would 
have their position improved by the use of an arbitrary 30 per cent gross- 


up procedure. 


We pointed out earlier in this Report the importance of eliminating 
possibilities for tax deferment, and in our recommendations concerning 
taxation of domestic source income we suggested procedures to accomplish 
this objective. An extension of this approach to the foreign direct invest- 
ment income of Canadians would be to impose an additional 20 per cent tax 
on a Canadian corporation having such income at the time it was earned in 
order to bring the total of the creditable foreign taxes and Canadian taxes 
on its portion of the foreign income up to 50 per cent. A Canadian indi- 
vidual having a foreign direct investment would include his portion of the 
income in his tax base at the time such income was earned. However, we do 
not recommend such a major step at the present time for a number of reasons. 
In the first place we have not recommended that capital gains be sub ject to 
tax on a full accrual basis and accordingly the taxation of foreign source 
income on this basis would be more severe than our recommendations for some 
types of domestic income. Secondly, if distributions were made by a foreign 
corporation to provide funds to pay the Canadian tax, this might result in 
liability for withholding tax in the foreign country which would further 
increase the taxes immediately payable. Accordingly, the imposition of the 
additional 20 per cent tax might adversely affect the competitive position 


in the foreign country of an enterprise having Canadian direct investors. 


Del 


Thirdly, there may be circumstances in which a Canadian investor has a minori- 
ty interest in a foreign corporation and is not in a position to obtain in- 
formation as to the amount of the foreign income or is unable to obtain dis- 
tributions with which to pay the additional Canadian tax, and special relief 
would presumably be necessary for these cases. Fourthly, we later recommend 
that the additional 20 per cent tax should not apply to that portion of the 
foreign direct investment income of a Canadian corporation which is distributed 
to non-resident shareholders, so that if this tax was imposed on an accrual 
basis special provisions would be required to exempt the income accruing for 
non-resident shareholders. While for these reasons we do not recommend the 
taxation of foreign direct investment income on a full accrual basis at this 
time, consideration might later be given to this possibility to prevent undue 
deferment of the tax liability. If this were done we would suggest that it 
should not apply to foreign direct investment income earned in the United 
Kingdom and the United States and possibly in other countries designated by 
regulation, so as to ensure that the above difficulties do not apply to 


most foreign direct investment income. 


As a means of combating tax avoidance we examined the possibility of 
defining tax havens in order to apply special rules to income derived from 
those sources. Although we believe that such a definition is possible (perhaps 
by defining a genuine business operation) , any test that essentially must rely 
on a business purpose rule would be difficult to administer. Since the purpose 
of rules relating to tax-haven companies would be to speed up the imposition 
of a tax that would eventually become payable on distribution or realization, 
it would be necessary to require that the full Canadian tax be paid on an 
accrual basis. We do not recommend the use of such a business purpose test 
or any other definition of a tax-haven operation at the present time. However, 
if the use of tax havens continued to increase despite the immediate imposition 
of tax up to a 40 per cent level and the full taxation of property gains, 
consideration should be given to the limited application of the full accrual 


procedure to income of tax-haven operations. 
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It should be noted that the general procedures we have proposed in 
Chapter 19 for the recording of adjustments to the cost basis of property 
would be equally suitable for recording the taxation of foreign source in- 
come on a full accrual basis if, for example, at some future time this was 
considered desirable in the case of tax-haven companies or foreign direct 
investment income generally (other than from listed countries). The cost 
basis of a foreign direct investment could be increased each year by 
the amount of income after foreign taxes which was earned in the 
foreign jurisdiction. Any dividends paid, up to the total amount of these 
increments in the cost basis, would then be considered a return of capital 
and would result in a reduction in the cost basis or, if they exceeded the 
cost basis, the excess would be included in income. The Canadian investor 
would be entitled to a refundable credit in respect of any withholding tax 
which was imposed by the foreign country at the time the dividend was paid. 
A procedure along these lines would necessitate a detailed annual computation 
of the foreign source income for Canadian tax purposes. However, the use 
of arbitrary rules along the lines already discussed would simplify these 


computations and should prevent the procedure from becoming unduly cumbersome. 


Rate of Foreign Tax Credit for Foreign Direct Investment Income, The 


choice of the rate of gross-up and credit for foreign corporation taxes and 
withholding taxes paid by foreign corporations in which Canadians hold direct 
investments deserves a special comment. Assume, for the moment, that an 
investment of $1,000 in corporate assets yields pencreene income of $100 both 
in Canada and in the foreign jurisdiction. Assume a corporate rate of tax of 
50 per cent in each country. If a Canadian resident forms a Canadian corpo- 
ration that operates entirely in Canada and distributes all of its after-tax 
income, shareholders with marginal rates of 50 per cent now receive an, 
annual after-tax return of $435. 6/ If, on the other hand, the Canadian 
corporation forms a foreign subsidiary, the $1,000 in corporate assets in- 
vested abroad returns to the Canadian shareholder of the Canadian corporation 


$29.75 after taxes, assuming the rates of foreign tax used in the calculation 


De 


above. In other words, the before-tax income on the corporate assets of 
a direct investment in the foreign country would have to be about 16 per 
cent greater than the return in Canada to be equally attractive to a 


Canadian shareholder. 


Under our integration proposal, if there was no shifting or adjustment 
in the rate of investment in Canada, a Canadian resident taxed at a marginal 
rate of 50 per cent who owned shares in a Canadian corporation with Canadian 
source income would earn $50 Ty, per $1,000 of corporate assets rather than 
$45 as at present. If the tax treatment of income from a foreign direct in- 
vestment remained unchanged, the Canadian direct investor in the example 
cited earlier would have to earn a before-tax income on corporate assets 
that was about 68 per cent higher in the foreign country than in Canada to 
make the same after-tax return a ae This percentage would vary, depending 
on the rates of foreign corporation taxes and withholding taxes. Under the 
proposal that we recommend (a gross-up and credit for foreign taxes at 30 per 
cent) the total tax liability on foreign direct investment would be slightly 
reduced for the 50 per cent shareholder in most circumstances. It would be 
more substantially reduced for most low income and middle income resident 
shareholders (as shown in Table 26-1). The after-tax return from 
the foreign direct investment would equal that received from a Canadian 
investment with the same before-tax income only if the total rate of foreign 


taxes was 30 per cent or less. 


The adoption of the 30 per cent gross-up and credit for foreign corpo- 


ration taxes would have the following consequences: 


Le In most cases a Canadian resident with direct investments abroad 
would not be worse off with respect to dividends received from 


such investments. 


Ze Income from foreign direct investments in most cases would be taxed 


much less heavily to low income Canadian shareholders than at present. 
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7e The refunds to low income shareholders for foreign corporation 
taxes would be more than offset by the Canadian taxes collected 


from upper income shareholders. 


4, There would be a reduction in Canadian revenues from foreign 
direct investment by Canadians, but there would be no net refund by 


Canada of taxes levied by foreign governments. 


With a credit of less than 40 per cent for foreign corporation taxes, 
upper income shareholders of Canadian corporations with direct investments 
abroad would be worse off. With a higher credit, Canada would refund more 
through the foreign tax credit than would be collected on the same income 
at the progressive rates of Canadian tax. As a result, corporations com- 
peting against Canadian foreign subsidiaries in other countries would 
justifiably protest that Canadian foreign subsidiaries were being subsidized 


by the net rebates by Canada of foreign taxes paid. 


The estimate that the before-tax return on corporate assets would 
have to be higher in a foreign country which imposed corporation and with- 
holding taxes at rates totalling more than 30 per cent than in Canada 
(about 68 per cent higher in the example cited) to yield the same after-tax 
return to a Canadian shareholder was, as we said, predicated on the assumption 
that there would be no change in the before-tax rate of return on corporate 
assets in Canada as a result of integration. . As we indicated in Chapter 19, 


we do not expect this assumption to hold. 


There would be some reverse shifting under integration—that is to 
Say, some portion of the reduction in the corporation tax would be passed 
on to consumers or suppliers or both—and, in addition, the improved cash 
position of corporations and the higher prices of Canadian shares should 
bring about a re-allocation of investment in Canada. We frankly admit that 
we have no precise estimates of the speed with which these adjustments 


would take place but we are confident that they would take place and that 
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they would, in time, reduce the pefore-tax rate of return on corporate assets 


in Canada. 


It is important to recognize, therefore, that the immediate result of 
adopting our integration proposal would be to make Canadian investment in 
Canada much more attractive to Canadians from the standpoint of taxation 
than most foreign investment. However, the adjustment subsequent to inte- 
gration would tend to reduce the before-tax rate of return on corporate 
assets in Canada, and because the before-tax rate of return on foreign 
corporate assets would not likely be affected by integration in Canada, the 
relative unattractiveness for Canadians of investing abroad would gradually 


be reduced. 


The uncertainty as to the speed of the adjustment of the return on 
corporate assets following integration makes it extremely difficult to 
select the optimm rate of credit for foreign corporation taxes that should 
be adopted. If the adjustment were slow, a high rate of credit would be 
required if foreign investment by Canadians was not to be substantially 
reduced for a prolonged period. If the adjustment were rapid, a lower rate 


of credit would be acceptable. 


The extent of the adjustment is also relevant in determining the rate 
of the credit. When the adjustments following integration had been completed, 
would the expected before-tax rate of return on corporate assets in Canada 
be equal to, greater than or less than those that now prevail? What would 
be the differential between these Canadian expected rates of return and 
those in other countries? Answers to these questions obviously would 
depend upon a multitude of factors, including national savings and invest- 
ment rates, changes in attitudes toward risk and technological changes. 
Fortunately these difficult questions do not have to be answered because the 


credit does not have to be fixed in any ultimate sense. 


If expected before-tax rates of return on Canadian corporate assets 


declined to the point where foreign investment became more attractive than 
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domestic investment, the 430 per cent credit could, of course, be reduced 9/, 
In any event, the extent to which foreign investment by Canadians should be 
encouraged or discouraged in the future would have to be judged in the 
context of the future needs of the economy and our international commit- 
ments at that time. The credit device is sufficiently flexible that we 
think it could be used to discourage or encourage foreign investment by 


Canadians as the occasion demanded. 


Computation of Foreign Source Income for Canadian Tax Purposes. It will be 


recalled that a cardinal feature of our proposal is to require that income 
taxes of at least 430 per cent be paid on income from a foreign direct in- 
vestment from year to year as it accrues. If foreign income taxes were 
less than 3% per cent of the foreign income, the difference would be paid 
to Canada as a special tax. In order to satisfy this requirement it would, 


of course, be necessary to compute the foreign income. 


It is extremely important, we believe, that any procedure adopted for 
the taxation of foreign source income should be certain in its impact and 
relatively simple to administer. Complex tax provisions under which the 
exact tax implications are not known for some years after a transaction is 


completed are inequitable and a serious deterrent to international business. 


We therefore recommend that the computation of foreign source income 
for Canadian tax purposes should not be based upon the full and detailed 
application of the Canadian legislation; with some exceptions, it should 
be the income as reported to the foreign tax authorities. However, certain 
general principles should be applied to foreign source income in the same 
way as to income earned in Canada, even if these principles were not part 
of the law of the foreign jurisdiction. For example, if all kinds of gains 
of Canadians were to be taxed and no type of income was to be exempt from 
tax, foreign source capital gains should also be Siam in full. Similarly, 
percentage depletion on mining and petroleum operations should be: diealtoaee 


whether the income was derived from Canada or from a foreign jurisdiction. 
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Thus, the starting figure for the foreign source income subject to 
tax should be the income as reported to the foreign tax authority. But 
adjustments of a general nature should be made so that foreign source income 
would be defined in roughly the same way as Canadian source income. Alter- 
ations should not be made to put the timing of the income on sractly the 
same basis or to ensure that the allowance or disallowance of minor expendi- 
tures was similar. The depreciation or capital cost allowance permitted by 


the foreign jurisdiction should generally be accepted. 


The required adjustments should be explicitly detailed in regulations 
to prevent uncertainty. These regulations would also specify which foreign 
taxes were to be treated as income taxes for purposes of the tax credit 


computation. 


In some cases there would be no requirement to report income to a 
foreign tax authority, as, for example, where certain tax havens were used, 
In other cases the concept of income as computed for tax purposes in the 
foreign country would not be at all comparable to the Canadian concept. In 
these circumstances, it probably would be necessary to base the computation 
on the income as shown in audited financial statements, with adjustments to 
bring it into line with the concept used for Canadian tax purposes. In the 
absence of a reliable audited financial statement, it would be necessary to 


compute the income in detail in accordance with Canadian tax law. 


To further simplify procedures, income derived from the United States 
or the United Kingdom (with perhaps other countries to be similarly designated 
subsequently) should be subject to virtually no adjustments for, generally, 
income from Canadian direct investment in these countries would be deemed 
to have been subjected to income taxes of at least 30 per cent. The only 
circumstances in which adjustments would have to be made would occur when 
the amount of the foreign source income as defined for foreign income tax 
purposes was substantially different from what it would have been for 


Canadian tax purposes because certain specified items of particular 
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Significance under Canadian tax law had not been taken into account (e.g., 
capital gains, depletion and a few others). These adjustments should be 
required only when they exceeded a specified proportion of the income re- 
ported to the foreign tax authority for a period of three or five years. 

In such an event the procedure applicable for other countries should be 
followed. Because over three quarters of foreign direct investment income 
attributable to Canadian individuals is derived from these two countries, and 
because the exception would not often apply, well over one half the foreign 


direct investment income of Canadians would not be subject to adjustment. 


Problems Arising from Lack of Control by Foreign Direct Investors. Because 


a foreign direct investment would be defined to include an interest of 1O per. 
cent or more in a foreign corporation, which may be less than a controlling 
interest in the foreign corporation, it may happen that a Canadian resident 
having such an investment would be unable to obtain information from which 
to compute his tax liability. Where this was the case and the taxpayer made 
a declaration that he was unable to obtain access to the necessary corporate 
information, either by himself or in conjunction with other shareholders 
with whom he was not dealing at arm's length, he should be entitled to make 
an election that the investment be treated as a portfolio investment. This 
election should be possible only if the taxpayer had taken all reasonable 
steps to obtain the information, and it would not be available in any case 
in which he controlled the foreign corporation either alone or together 


with other shareholders with whom he was not dealing at arm's length. 


It is also possible that a shareholder with a direct investment in a 
foreign corporation subject to a low rate of foreign income tax would not 
be able to obtain any distribution from the corporation with which to pay 
the special Canadian tax on the income earned by the corporation. If the 
corporation was in a jurisdiction which imposed income taxes at the rate of 
30 per cent or higher, no Canadian income tax would then be payable on the in- 


come earned (until it was distributed by the Canadian corporate direct investor) , 
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and there would not be any such difficulty. If the corporation was in a 
jurisdiction which imposed income taxes at a lower rate, the shareholder 
would be liable for a special tax. However, there would only be a "double" 
tax if the investor disposed of his foreign direct investment without having 
received the income on which he had paid the special tax. Relief could be 
provided by permitting a tax credit in these circumstances for the amount of 


the applicable special tax paid. 


Taxes "In Lieu" of Income Tax. Industries in some taxing jurisdictions are 
subject to taxes other than income taxes. While we fully realize the compli- 
et ions involved in such a recommendation, we believe that with an increased 
reliance on the gross-up and credit procedure it would be essential to 
recognize any tax levied by another country that could reasonably be re- 
garded in the circumstances as an alternative to an income tax. Such taxes 
may take the form, for example, of pay-roll taxes or natural resources taxes. 
We recognize that comparable taxes levied by the Canadian federal government 
or a provincial government in Canada would be treated as a charge on net 
profit; nevertheless, it might well be reasonable to deem such foreign taxes 
to be income taxes for purposes of computing the foreign tax credit. We do 
not consider that this treatment should be extended to sales taxes or import 


duties. 


Canada does not now allow credit for income taxes imposed by a political 
subdivision of a foreign country. From the standpoint of the investor there 
would generally not seem to be any difference in principle between taxes 
paid to a central government or to a provincial or state government. 
Accordingly, it may be desirable in some cases to specify that income or 
equivalent taxes paid to a political subdivision of another country would 
be deemed to have been paid to the government of that country, at least 
where the government of the other country granted a credit for income taxes 
imposed by Canadian political subdivisions, as well as for taxes imposed by 


Canada. 
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Integration with Canadian Individual Income Tax. We have proposed the 


partial integration of foreign corporation taxation with the Canadian 
individual income tax on the distribution of dividends to Canadian indi- 
vidual shareholders. A 43 per cent gross-up on such dividends and a credit 
against individual income tax at a rate of 40 per cent has been recommended. 
We estimate that this is approximately the average Canadian rate of personal 
income tax on foreign source corporate income 10) A credit of this amount 
would, however, provide some Canadian tax revenues even though a number of 
shareholders would be eligible for refunds, because some tax would be col- 
lected on income derived from tax-haven operations. In addition, adoption 
or this rate would ensure that most Canadian shareholders would not receive 
less credit than they do under the present procedure. Many shareholders 


would have their tax credits considerably increased. 


A uniform gross-up at a rate of 50 per cent for all dividends received 
from Canadian corporations, no matter what the source of the income from 
which they were derived, would greatly simplify the system for the share- 
holder. To achieve this result, we have proposed that at the time of making 
a distribution or allocation a Canadian company having foreign direct invest- 
ment income should withhold an additional tax of 20 per cent of the grossed-up 
portion of the dividend paid or allocated to resident shareholders that 
was deemed to come from foreign direct investment income. For this purpose 
it was recommended in Chapter 19 that distributions should be deemed to 
come pro rata from the grossed-up amounts of domestic and foreign source 
income. It will be seen that a corporation having foreign direct investment 
income which made an allocation of taxed income would be required to make a 
cash payment sufficient to pay this withholding tax. A detailed method of 
computing and allowing credit for this tax is discussed in Appendix H to 


this Volume. 


levying this additional tax to facilitate the recording of distributions 
to Canadians, however, would have unfavourable implications if applied to distri- 


butions made to non-resident shareholders. At the present time non-resident 
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shareholders pay only a Canadian withholding tax on distributions paid from for- 
eign direct investment income flowing to a Canadian company in which they hold 
shares. Because such dividends would continue to be subject to the regular non- 
resident withholding tax, it is not intended that the total taxes imposed 

on these shareholders should be increased. Accordingly, the special 20 per 

cent withholding tax should not be deducted or paid in respect of distri- 
butions to non-resident shareholders. In the case of shares beneficially owned 
by non-residents but registered in the names of Canadian nominees, the special 
20 per cent withholding tax on distributions out of foreign direct invest- 

ment income would, of course, be withheld and remitted to the government by 

the corporation making the distribution or allocation. In this case the 
non-resident beneficial owner of the shares should be entitled to apply to 


the government for a refund. 


Where a Canadian corporation had a substantial interest of, say, at least 
10 per cent in another corporation which made a distribution or allocation out 
of foreign direct investment income, the receiving corporation should be en- 
titled to apply to the government for a refund of the 20 per cent tax with- 
held by the corporation making the distribution or allocation. It could be 
provided as an alternative that such a receiving corporation could file a 
form with the distributing corporation which would exempt distributions or 
allocations to the receiving corporation from the special withholding tax. 
In either case the distribution or allocation made out of foreign direct in- 
vestment income would be treated as foreign direct investment income of the 
receiving corporation, so that the 20 per cent would be withheld when the 


receiving corporation itself made a distribution. 


Effect of Our Proposal for Direct Investment Income. Some effects of the 


proposal just outlined may be briefly summarized: 


7 For income received from direct investment in foreign countries 
levying direct taxes on corporate income of 30 per cent or more, 
the simplicity at present achieved under section 28(1)(d) would be 


retained. Some countries obviously fall into this category. We 
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suggest that they should be named by the administration as 
qualified sources. We have in mind particularly the United States 


and the United Kingdom. 


The effect of requiring that at least a 4 per cent tax be paid on 
an accrual basis on the income of a foreign direct investment would 
at least partially restore equity among individual Canadian share- 
holders by ensuring that a substantial rate of income tax was paid 
on all investment income no matter where earned. We believe that 
this device would reduce tax avoidance by Canadians through the 


use of tax havens. 


Foreign source income would be subject to progressive rates of tax. 
The use of an arbitrary gross-up and credit would extend to foreign 
source income the same procedure as that applied to Canadian corporate 
income. This would ensure that the progressive rate schedule would 


be equitably applied. 


The credit permitted for foreign income taxes paid would be the maxi- 
mum credit which is consistent with the collection of some Canadian 


tax revenue from foreign source direct investment income. 


An unfortunate side effect of the proposal, although it is not as serious 
as it would be under a system of full gross-up and credit, would be that 
the tax concessions granted by under-developed countries would be 
"neutralized". We chose this alternative rather than the complicated 
provisions necessary to separate a legitimate investment in an under- 
developed country from a tax-haven operation. To reduce this un- 
desirable effect, we propose that "tax sparing"—the allowance of a 


credit for a foreign tax whether payable or not—be authorized on a 


country-by-country basis. This could be done by treaty. 


The partial integration of foreign corporation income tax with Canadian 


personal income tax would restore the relief that would be lost on 
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withdrawal of the dividend tax credit. This credit is now allowed 
on dividends declared by a Canadian corporation from foreign source 


income. 


Compared with other countries (for example the United States) the 
foreign tax credit we recommend might appear small. The Canadian credit 
would be limited to 430 per cent in respect of foreign corporation and with- 
holding taxes. In some countries the credit is 50 per cent or more. It 
must be borne in mind, however, that while a credit is given against the 
United States corporation income tax for the full amount of the foreign taxes 
(up to the effective United States corporation tax rate), the credit does 
not go beyond the United States corporation. Its value to the individual 
shareholder is the benefit he may derive indirectly from a reduced corpo- 
ration tax. Under our proposal the benefit to the shareholder would be 
reflected in a direct reduction in his personal income tax and possibly in 
a refund of tax. The amount of the refund could be material for a low 
income shareholder. Throughout this Report we have emphasized that it is 


the tax burden on the individual that is the crucial consideration. 


Business Income. The proposal detailed above also encompasses the dis- 
position of business income earned in a foreign country through an unin- 
corporated branch. It is now dealt with simply as income of the Canadian 
resident. It is taxable in full on a grossed-up basis in the year earned, 
whether distributed or not, with a credit for direct taxes paid to the 
foreign jurisdiction. We have had to bear in mind particularly that foreign 
branch profits of a Canadian company can be the source of dividends distri- 
buted to Canadian shareholders. We concluded that foreign business income 
of a branch should, as far as possible, be dealt with in the same way as 
income from direct investment in foreign corporations. This would, in 
general, provide neutrality between the different possible procedures for 
carrying on business or holding property in a foreign country. The credit 


for foreign income taxes paid would therefore be limited to 30 per cent, 
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and the income included in the return of the Canadian taxpayer would be the 
result of grossing-up the net after-tax foreign business income for taxes 
deemed to be paid at the rate of 20 per cent, regardless of the actual foreign 
income taxes paid. Also, the Canadian corporation would not be subject to 

any Canadian tax, over and above the amount of any special tax due if the 
foreign income taxes were less than 20 per cent, until such time as the 
foreign source direct investment income was allocated or distributed to 
resident shareholders. One discrepancy between forms of business organization 
would remain, however, as Canadian individuals operating unincorporated 
businesses abroad would in effect be taxed on the full accrual basis, while 
incorporating the business would permit them to defer their Canadian tax 
liability until the profits were both remitted to Canada and distributed or 


allocated to resident shareholders. 
Portfolio Investment Income 


Portfolio investment income would be that income received from foreign 
investments where less than a 10 per cent interest was held in a corporation, 
a business or a property. We recommend that, generally speaking and subject 
to the option referred to below, portfolio investment income should continue 
to be taxed as at present and that the dividend or other payment should be 
grossed-up for the amount of foreign withholding tax (if any) and included 
in income. Credit should be allowed only for the foreign withholding tax 
paid on the dividend or other income and not for any underlying corporation 
tax. However, for the reasons outlined below, we also recommend that a 
portfolio shareholder should be permitted to elect to be taxed as a direct 
investor on certain dividends received. In practice, we would expect that 
this election would only be used for dividends from United States and United 
Kingdom companies or companies in other countries designated in the 
regulations as being countries for which the full 470 per cent credit was 
allowed. However, it might be extended to other cases if the shareholder 
was able to provide the necessary deteexmed: and verified information con- 


cerning the income of the foreign company and the taxes paid by it. 
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One reason that we are able to propose the full taxation of share 
gains is that, under our integration proposal, the so-called "double taxation" 
of corporate source income would be eliminated. On distributed earnings, only 
the personal rate of tax would apply. In addition, under our proposals, re- 
tained earnings could be allocated to resident shareholders by Canadian 
corporations in such a way as to preclude the "double" taxation of that 
part of share gains resulting from corporate retentions. These corporate 
allocations would have no tax consequences for non-resident shareholders but 
would be advantageous to resident shareholders. Canadian corporations thus 
would have everything to gain and nothing to lose from the allocation of 


retained earnings. 


The situation of Canadian minority shareholders in foreign corporations 
would be completely different. If a tax credit was allowed for withholding 
taxes only, the underlying foreign corporation tax would be a "double" tax. 
Whether the Canadian shareholder derived his income in the form of divi- 
dends or share gains, he would still be subject to full personal taxes on 
the gross amount of the income (before any withholding tax) and would 
receive no credit for the underlying corporation taxes paid. Therefore, 
even if the present credit for withholding taxes was continued, our proposal 
to tax share gains in full could increase substantially the total income 
taxes on Canadian portfolio investors in foreign corporations—unless some 


additional credit was given for foreign corporation taxes. 


In order that portfolio investors in foreign securities should 
not be unduly worsened relative to their present position, it should 
be provided that portfolio investors be given the option of claiming 
the same arbitrary gross-up and credit of 30 per cent which we recommend 
for direct investors if foreign corporation and withholding taxes 
in excess of this amount were actually paid. Because United States and 
United Kingdom corporations would ordinarily be deemed to have paid foreign 


taxes at least to the extent of 30 per cent, Canadians holding portfolio 
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investments in United States and United Kingdom corporations (or in corpo- 
rations of any other countries which might be designated in the regulations) 
could in general obtain the 30 per cent credit without having to compute in 
detail the income of, and taxes paid by, the foreign corporation. The divi- 
dend return from these shares would become more attractive than it is now, 
and this would mitigate the effect of the full taxation of share gains. In 
many cases Canadian portfolio shareholders of corporations in other countries 
would not be able to determine the current income of the corporation for 
accrual purposes and therefore would not be able to take advantage of this 
option. Limitations on the application of the option may be required to 


ensure that the provision was not used for tax avoidance. 


Non-Resident Trusts. It is quite possible that some taxpayers would endeavour 
to avoid Canadian tax liabilities through the creation of non-resident trusts 
which would receive income and accumulate it for Canadian beneficiaries. 

This may present a particular challenge to the Canadian tax authorities in 
view of the possibilities for tax deferment under such an arrangement. If 
the interests of the Canadian beneficiaries were contingent or were subject 
to the exercise of discretion by trustees, it may be difficult to devise a 
method for taxing such income in Canada on san accrual basis. However, to 
the extent that income of a non-resident trust was payable to a Canadian 
beneficiary or was vested in a Canadian beneficiary, we would recommend 

that it should be treated as direct investment income and subjected to tax 
under the rules we have recommended for other foreign direct investment 


income. 


Transitional Provisions. A computation of the earnings accumulated as at 
the transition date by foreign subsidiaries would be important in deter- 
mining the tax status of future distributions. For we have recommended 
that any distributions out of earnings accumulated prior to the transition 
date, whether they were accumulated domestically or in the foreign 


subsidiary, should be regarded as distributions of capital. Accordingly, 
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the amounts distributed would not be included in income but rather would 
be taken as a reduction of the cost basis of the shares held. The order 
of pay-out should also be similar to that recommended for domestic companies, 
with any distribution deemed to come first from income earned subsequent 
to the transition date and,to the extent that it exceeded such rele would 


be deemed to be paid out of surplus existing at the transition date. 
TAXATION IN CANADA AS THE COUNTRY OF SOURCE 
Equity and Neutrality Considerations 


It is quite clear at the outset that it would be impossible to achieve 
equity in the sense that the income of non-residents would be taxed on the 
same basis as that of residents. The cardinal rule we have adopted for the 
taxation of residents is that all net gains should be brought into the tax 
base of the individual or family and the aggregation subjected annually to 
progressive rates of tax. This rule cannot be applied to non-residents 
because Canada cannot determine the net gains of non-residents that arise 
outside of Canada and, in fact, cannot determine all the net gains of non- 
residents arising in Canada (e.g., it is difficult to identify many property 
gains realized by non-residents). Even if this administrative hurdle could 
be overcome, and we are convinced that it cannot except in certain specified 
circumstances, the problem would not be resolved, for the total tax burden 
of non-residents obviously depends on the taxes imposed by other countries 
as well as the taxes imposed by Canada. To attempt to tax a non-resident 
on his Canadian source income in the same way as he would be taxed if he 
were a resident would mean that Canadian taxes would have to be adjusted 
to compensate for the other taxes paid by the non-resident. Canada would 
have to tax the Canadian source income of non-residents lightly if the non- 
resident's own government did not give credit for Canadian taxes or had 
heavier taxes than Canada. This would be administratively impractical; it 


would also mean that other nations would be encouraged to refuse to give 
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their residents credits for Canadian taxes, with the result that the net 


benefit from foreign investment in Canada would be reduced. 


Having concluded that non-residents cannot generally be taxed in the 
same wayas residents, we believe that there are basically two alternative 


methods of taxing the Canadian source income of non-residents: 


a A uniform rate of tax imposed on all kinds of Canadian source income. 
Zs Different rates of tax imposed on different kinds of Canadian source 
income. 


The former alternative has the advantage that it would reduce the avenues 
for avoidance. With different rates of tax, it may be possible to achieve 
a substantial tax saving by changing the form of an investment in Canada 
or the form of a payment to the non-resident investor. The uniform rate 


of tax has several important deficiencies. 


Because of the foreign tax credit provisions of other governments, 
non-residents can offset some Canadian taxes on some kinds of income against 
their domestic tax liabilities. In essence the Canadian tax is at the 
expense of the foreign treasury rather than of the foreign investor. Because 
the credits given by other governments are not uniform as between different 
kinds of income, full advantage could not be taken by Canada of these foreign 


tax provisions if a uniform rate were adopted by Canada. 


If Canada lowered taxes that the foreign investor did not bear because 
of the credits provided by other governments, Canada would lose the revenue 
and the non-resident investor would not benefit. On the other hand, if 
Canada raised taxes that the foreign investor would pay because no credit 
or an incomplete credit was provided by other governments, foreign invest- 
ment may be deterred. In the latter case, what would be gained from a 


higher rate probably would be more than offset by a lower base. 
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We have concluded, therefore, that as long as foreign governments 
continue to vary the credits which they provide their residents agsinst 
foreign taxes paid on different kinds of foreign source income, Canada 
should not attempt to impose tax on such payments at a uniform rate. However, 
to minimize the opportunities for avoidance, in future treaty negotiations 
Canada should seek to reduce tax rate differentials on different kinds of 
income. Canadian subsidiaries of foreign parent companies can readily ar- 
range to make payments to their parents in a form which will minimize tax. 
Neither parent nor subsidiary is generally interested in what the payment 


is called as long as it is made. 


Having concluded thet differential tax rates should be continued, we 


now consider some of the factors involved in determining the rates to be 


imposed by Canada. 


As we pointed out in Chapter 5, there is little doubt that Canada 
obtains a net benefit from foreign investment. A substantial part of that 
benefit, but not the whole of it, arises through taxing the income flowing 
to non-residents from their investments in Canada. The net benefit would 
be increased if more Canadian revenues could be raised from this source 
without directly reducing the inflow of foreign capital or without bringing 
about retaliatory measures by other governments that would indirectly re- 


duce the inflow. 


Canada could raise the general level of taxes levied on some of the 
Canadian source income of foreign investors with few adverse effects. On 
the other hand, the present level of tax on corporate source income attri- 
butable to non-residents is substantial and, in the case of both the United 
States and the United Kingdom, is close to, or exceeds, the maximum amount 
that the non-resident investor can claim as a foreign tax credit. We have 
no way of knowing how sensitive foreign investment is to changes in after- 
tax rates of return; we do not know the effects on foreign confidence of a 


given tax change; we do not know how likely foreign retaliation would be 
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or the form it would take. Faced with this lack of knowledge, we believe 
that the general level of tax rates applicable to the Canadian source divi- 
dend income of foreign investors should not be increased if this could be 


avoided without sacrificing Canada's ability to reform its own tax system. 


We are convinced that while Canada must avoid tax changes that would 
shake the confidence of non-residents or bring about retaliation by other 
governments, this concern for the interests of non-residents should not be 
carried to the point of guaranteeing to non-residents that, having invested 
in Canada in the past under a set of tax rules, tax provisions would never 
be changed if this would affect non-residents adversely. There are few if 
any domestic tax provisions that do not have some significance for non- 
residents. A guarantee that the tax position of non-residents would never 
be worsened would, in effect, freeze the domestic tax system forever. It 
would be extending a guarantee to non-residents that would not be available 
to Canadian residents and would not be made to non-residents by their -own 
governments. We think that Canada has an obligation to provide liberal 
and smooth transitional provisions when the tax system is changed. Tax 
changes should generally apply to residents and non-residents alike. But 
neither residents nor non-residents should be exempt from general tax re- 
forms merely because investments were made at a time when tax provisions 


were favourable. 


The withholding tax rate on such income as interest and royalties, is not, 
however, subject to this constraint and we are recommending that it be increased 
from 15 per cent to 30 per cent. Initially this change would adversely affect 
very few non-resident investors because most are residents of countries with 
which Canada has tax treaties that provide for a 15 per cent rate. However, 
the level of tax that should eventually apply under the treaties would be a 
matter for future negotiations. For some payments it would appear that 
Canada should endeavour to collect the higher rate, while for other payments 


a rate of 15 per cent or iess might well be appropriate. This increase would 
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also serve a useful domestic purpose. Although our proposal for the taxation 
of foreign source direct investment income should mean that income tax of at 
least 40 per cent would be paid on income accumulated in tax-haven countries, 
the higher rate of withholding tax would provide additional assurance that 
tax of at least 43 per cent had been paid on payments to companies in tax- 
haven countries. Because the 30 per cent withholding rate is the "standard" 
rate in the United States and approximates the standard rate in some other 
countries, from which reductions are made by treaty, there would be little 

or no risk of retaliation or of weakening foreign confidence in adopting 


vhe same rate for Canada. 
The Concept of Residence 


We recommend that residence continue to be the principal basis for 
determining liability to tax, largely because residence seems to imply a 
closer association than citizenship between the taxpayer and the use of 
services provided by a taxing jurisdiction 11/. It is the test which has 
been followed from the beginning of Canadian income tax and on which most 


of our existing practice is based. 


Unfortunately the concept is not without its share of obscurity. The 
Income Tax Act neither fully defines the term "resident" nor indeed gives 
very mach guidance as to its meaning. It is a product of jurisprudence, 
and both the literature and the cases show that it has been the subject of 
a great deal of dispute. The need for greater certainty would be all the 
more pressing under some of the proposals in this Report (e.g., the deemed 
realization of property gains on a change of residence), and we therefore 
are most conscious of the desire for further clarification. Any greater 
certainty by means of statutory rules can be achieved only at the expense 


of being arbitrary. Nevertheless some progress may be possible. 


For an individual some statutory guidance is given by an arbitrary 


rule which deems a person to be resident on the basis of the duration of 
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physical presence in Canada (183 days or more in the year) 12/. However, 
the rules derived from case law are of equal or greater importance. They 
establish that the determination of residence is a question of degree and 
that each case turns On the facts which bear on the relationship of a 
person with Canada, such as, for example, the maintenance of a dwelling 

in Canada, the general routine of visits to Canada, the reasons for and 
the amount of time spent in Canada during such visits both in the taxation 
year and in previous years, family and other associations (clubs, ownership 


of property, etc.) in Canada, and similar criteria. 


For a corporation, the traditional rule under the case law is that it 
is resident where its central management and control are situated. This is 
ordinarily where its directors reside and hold their meetings, with the 
result that a change in the location of such meetings can result in a change 
of the residence of the corporation. If it can be shown, however, that the 
central management and control are in fact exercised not by the directors 
but by the controlling shareholder, the corporation may be treated as resi- 


dent in the jurisdiction in which the control is exercised 13/. 


The importance of the traditional tests in Canada has greatly decreased 
in recent years as statutory rules have been introduced to frustrate tax 
avoidance by residence changes. Legislation enacted in 1961, 14/ provided 
that a company was deemed to have been resident in Canada throughout a 
taxation year if it was a company incorporated in Canada which carried on 
business in Canada at any time during the year. Under this provision, a 
corporation meeting both conditions was a resident even if its central 
Management and control were outside Canada. This provision was amended in 
1965 to establish that Canadian incorporation is conclusive evidence of 
residence for companies which were incorporated after April 26, 1965, or 
which were resident or have carried on business in Canada in any taxation 
year ending after April 26, 1965. The general effect of these provisions 


is that a company will be resident in Canada if its central management and 


543 


control is in Canada or if it was incorporated in Canada, unless it has 
been a non-resident and has not carried on business in Canada since prior 


to April 26, 1965. 


Even with the above-mentioned statutory provision the traditional 
test will still apply in areas of major importance. Foreign Serene es 
is still a key element in many tax avoidance schemes, and it is essential 
that the judicial concept be applied on a practical basis if purely arti- 
ficial corporate entities which are in fact managed and controlled from 
Canada are not to escape Canadian tax liability. We have seen that such 
derporations may be held to be resident in Canada notwithstanding foreign 
incorporation and foreign directorates, and it is possible that in some 
cases the Canadian tax authorities may be able to establish liability to 


tax on this basis. 


Later we suggest changes for strengthening administrative procedures. 
At this point we would mention only that the annual filing of a return of 
assets for purposes of the proposed tax on asset gains should assist the 
administration in identifying the holdings of Canadians in foreign companies 
which may in fact be controlled and, hence, may possibly be resident, in 
Canada. 
Carrying on Business 
in Canada 

Unfortunately the concepts of business, and the carrying on of a 
business, are no more clearly defined than is residence. The Income Tax Act 
provides little guidance. Business is defined as including "a profession, 
calling, trade, manufacture or undertaking of any kind whatsoever and in- 
cludes an adventure or concern in the nature of trade, but does not include 
an office or employment" 15/. A good deal of case law has been devoted to 
settling the meaning of some of the basic ingredients of this definition, 


such as calling, trade, manufacture, undertaking and adventure or concern 
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in the nature of trade, so that without reference to judicial decisions 

the definition as a whole is not conclusive. The courts have frequently 
been concerned with such terms in determining the taxable status of gains 
for purposes of domestic taxation, and the criteria that have emerged—such 
as the "badges of trade"—are of relevance to the same question when 


encountered in its international context. 


The Income Tax Act has gone somewhat further for international purposes 
by providing an extended meaning of "carrying on business" in the case of 


non-residents. It is as follows: 16/ 


"Where, in a taxation year, a non-resident person 

(a) produced, grew, mined, created, manufactured, fabricated, 
improved, packed, preserved or constructed, in whole or 
in part, anything in Canada whether or not he exported 
that thing without selling it prior to exportation, or 

(b) solicited orders or offered anything for sale in Canada 

through an agent or servant whether the contract or trans- 
action was to be completed inside or outside Canada or 
partly in and partly outside Canada, 

he shall be deemed, for the purposes of this Act, to have been 

carrying on business in Canada in the year." 

The other source of guidance on the international taxation of business 
is the tax treaties. Over time some concepts have become common in dozens 
of treaties entered into between nations. Where such a treaty applies and 
conflicts with the general law, the treaty will prevail. In most treaties 
a primary requirement for taxing business earnings in the nature of 
"industrial and commercial profits" is that there be a "permanent establish- 


ment" of the foreign business in the country attempting to levy tax. The 


nature of a permanent establishment is usually defined at some length. 


Adoption of our comprehensive tax base would reduce the importance of 
the distinction between business and non-business activities for domestic 
purposes. But in the international area we must continue to rely on a 
number of tests and safeguards to prevent avoidance of Canadian taxation 


through artificial devices and to frustrate those who would use Canada as 
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a tax haven. We have no proposals for revisions in the underlying concepts, 
which seem incapable of more complete or satisfactory definition in the 
statute; only the courts can bring these concepts into sharper focus. We 
suggest, however, that the "permanent establishment" concept should be 
incorporated into the legislation so that the existence of such an establish- 
ment would be conclusive evidence that business was carried on in Canada. 
later, in our proposals on administration, we urge a more energetic use of 
the means that are now at hand to ensure that Canada obtains a full measure 
of tax on the business income earned in this country either through foreign 


direct business activity or foreign direct investment. 
Business Income 


We have only a few comments, in addition to the foregoing observations, 
regarding liability for tax on business income in Canada. First, the 
earlier recommendations made for the determination of business income would 
apply alike to residents and non-residents carrying on business in Canada. 
The main effect of this would be that gains or losses on the disposition of 
property would be included in the income of the business activity carried 
On in Canada by a non-resident. We also suggest that a non-resident should 
be deemed to have a permanent establishment in Canada if he holds real pro- 
perty or rights to real property (including mining or oil rights) in 
Canada, Thus, the ownership of an interest in real property in Canada 
by @ non-resident would constitute "carrying on business", Any gain 
or loss on the disposition of such property or property interest would 
therefore be taken into account for Canadian tax purposes. The proposed 
transitional provisions would exclude from income any gain unrealized as at 


the effective date of the legislation. 


In the next section, the taxation of property income derived from 
Canada by a non-resident is discussed. Although the definition of property 
income would exclude income from a business, a non-resident should be treated 


in substantially the same way whether he derived income directly from 
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carrying on business in Canada or by way of dividends from a corporation 
which carried on business in Canada. For this reason, we recommend that 

the special tax now imposed under section 110B of the Income Tax Act on a 
portion of the business income of a Canadian branch of a non-resident corpo- 
ration be continued. This special tax should be retained at the same level 


as the dividend withholding tax. 


Property Income 


Property income—which we define as income from property in Canada 
other than business income—is subject to a withholding tax, generally at 
a rate of 15 per cent. The withholding tax technique, and its application 
to this particular form of income, raises questions as to the theoretical 
basis for a tax of this type, the proper scope of its application and the 


appropriate rate. 


The withholding tax is a rough-and-ready alternative to the generally 
unenforceable requirement that non-residents file a tax return on their 
world income. It represents a major but inescapable departure from the 


taxation of income at graduated rates. 


Statutory withholding rates reflect nothing more than a judgment as to 
the best level from which to start the bargaining process with other countries 
for mutual reductions. By this process rates of 30 per cent or higher 
which are imposed by the law of some countries have in most treaties 


become a bargained rate of 15 per cent. 


We have considered whether in this light the statutory level of the 
Canadian withholding rate should be higher—perhaps double its present level 


of 15 per cent. 


In the case of dividend payments, we have concluded that such an in- 
crease would conflict with our general objectives set out earlier in this 


chapter. A higher level than the present 15 per cent might discourage 
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some foreign investment unless the investor was able to obtain a foreign 
tax credit for the full amount of the tax withheld, and this is unlikely. 
Therefore, we do not recommend any increase in the rate of withholding on 
dividends. We recommend that the rate should be the same regardless of 
whether the corporation had a degree of Canadian ownership. In the case 

of many companies the rate is now 10 per cent, and in fact some companies 
have issued shares to the Canadian public in reliance on the present law. 
While in many cases the 15 per cent rate would not result in hardship since 
it could be claimed as a credit against foreign tax, this would not be true 
in.all cases. Accordingly, we suggest that the rate might be fixed at 15 
per cent and then a reduction to 10 per cent offered in treaty negotiations 
with other countries. In the event that shares of a company were issued 
or sold in order for it to qualify for the lower rate of withholding tax 
and it was not covered by a treaty providing for a 10 per cent rate, special 


provision should be made to continue the withholding rate at 10 per cent. 


We are inclined to a different view with respect to payments which 
leave Canada without having suffered any burden of Canadian direct taxation 
because they are deductible in computing taxable income helper royalties, 
rentals, interest and similar payments). On payments of this nature the 
withholding tax is the only tax collected by Canada. A higher level of 
withholding tax would increase Canadian revenues with relatively small 
danger of an unfavourable effect. In addition, it would be useful in treaty 
negotiations if the general level of Canadian withholding tax exceeded that 
which Canada was willing to levy against payments flowing to the country with 
which the treaty was being negotiated. We therefore recommend that the 
general level of withholding tax should be increased to 30 per cent, but 
that Canada continue to reduce this rate when specific circumstances warrant 
a lower rate for certain countries and certain kinds of payments. In fact 
the rate would be restricted to 15 per cent under many treaties which are 
now in effect. However, for many kinds of payments, and in the absence 


of reduction of the rate by treaty, it would be to Canada's advantage to 
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impose a rate of withholding tax that was higher than 15 per cent. 


There is an additional problem in that the credits for foreign taxes 
provided by some countries make it advantageous to change the form of the 


investment in a foreign subsidiary. 


With a Canadian corporation tax of about 50 per cent, and a maximum 
Canadian withholding tax of 15 per cent, most foreign parent corporations 
can offset most of their Canadian taxes against their domestic taxes. Sub- 
stantial reductions in their Canadian taxes would not reduce, therefore, the 
total taxes paid by the parents. Under the United States tax system, domestic 
parent companies with subsidiaries in a number of different foreign countries 
can determine the limitation on their United States foreign tax credit either 
separately for each country or on an overall basis aggregating the income of 
and taxes paid by all foreign subsidiaries. The low foreign taxes paid in 
some countries can then be used to offset the high foreign taxes paid in 
other countries. Furthermore, foreign withholding taxes on dividends, 
interest (with certain exceptions), royalties and other returns on capital 
are treated on the same basis as foreign corporation income taxes in computing 
the United States foreign tax credit. If a United States parent cannot 
completely offset Canadian corporation taxes and Canadian withholding taxes 
against its United States tax liabilities, it has an incentive to change the 
form of its investment in its Canadian subsidiary to reduce the Canadian 
corporation tax. If the United States parent has foreign source income from 
countries other than Canada, and to the extent that the taxes in these other 
foreign countries are greater than the United States tax liability, the 
parent will have an incentive to reduce its Canadian taxes. This can be 
done by taking the return from the Canadian subsidiary in a form other 


than dividends. 


To put this rather complex matter in a slightly different way, a 
United States parent has nothing to gain from a reduction of the Canadian 


income tax on its subsidiary if the Canadian tax can be fully offset by 
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United States tax credits. However, to the extent that Canadian taxes 

are greater than United States taxes, or that the taxes of a subsidiary 

in a country other than Canada or the United States are greater than United 
States taxes, there is something to be gained by reducing Canadian taxes. 
Because it may be relatively easy to change the form of a United States 
parent's investment in a Canadian subsidiary without affecting the substance 
of its investment, the present tax system, which imposes a tax of 50 per 
cent on earnings plus 15 per cent on dividends, or a total of 57.5 per cent, 
but only 15 per cent on interest, royalties and other returns on capital, 


provides ample scope for this kind of manipulation. 


On the basis of investigations we have made, we do not believe that 
this transformation of dividend payments into other forms of payment has 
been an important problem in the past. Nevertheless, with declining United 
States corporation taxes, rising foreign corporation taxes and pressure 
from the United States Government on United States parents to remit the 
earnings of foreign subsidiaries to the United States, we can foresee a 
time when this could become a serious problem for Canada—particularly in 
the case of subsidiaries of United States companies established in Canada 
in the future. We believe that Canada is now obtaining adequate tax revenues 
from most foreign investment in Canada. However, if part of the Canadian 
source income from direct investment by non-residents should, in effect, 
gradually become subject to tax at 15 per cent rather than 57.5 per cent, 
the net benefit to Canada from foreign investment would be substantially 


reduced. 


Adoption of the recommendation in Chapter 19, that certain payments 
of interest by a subsidiary to a non-resident parent company should be 
deemed to be dividends and therefore not be deductible, would reduce the 
number of instances where manipulation between these types of payments 
could occur. Nevertheless, a narrowing of the differential between the 


total taxes levied on returns from different forms of capital investment 
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would also appear to be an appropriate objective. Such a narrowing is 
difficult because of the conflicting objectives of attempting to obtain 

the maximum tax revenue from foreign investment while not raising taxes to 

a level that would discourage such investment. A substantial reduction in 
the taxes currently levied on dividends could be costly in terms of revenue, 
while a substantial increase in the rate of tax on interest might reduce 
this desirable form of foreign investment. At this time, therefore, we 
recommend only that the basic rate of withholding tax on interest payments 
(and other forms of return on capital other than dividends) be increased and 
that possibly a small reduction in the rate of withholding tax on dividends 
be offered by the government in future treaty negotiations. The latter 
change, to a rate of, say, 10 per cent, should preferably be accomplished 
by tax treaty and should be accompanied by equivalent concessions on the 
part of the other country signing the treaty. Such a reduction in the 
dividend withholding rate would have the added advantage that, to the ex- 
tent that it benefited the non-resident investor and did not merely increase 
his domestic taxes payable, it would at least partially match the added 
incentive given to most Canadian investors by our proposed integration of 


the Canadian corporation and personal income taxes. 


The exemption from Canadian withholding tax of interest paid to tax- 
exempt foreign investors should be continued. These are important sources 
of investment capital for Canada. Because the foreign investor is tax- 
exempt, he is unable to claim a tax credit for any Canadian tax paid. The 
imposition of a withholding tax on payments to such lenders would probably 
only increase the rate of interest charged to the Canadian borrower. In 
the 1966 amendments to the Intome Tax Act this exemption was extended to 
all non-resident investors with respect to their holdings of federal and 
provincial government securities issued after April 15, 1966. 17/ While 
the extension of this exemption to taxable investors would appear to provide 
only limited direct benefits to investors, there are apparently some 


potential buyers of government securities who regard the withholding tax 
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as significant. However, any further extension of this exemption (e.g., 
to corporate securities) would appear to involve disadvantages that would 
outweigh the possible attractions. Not only would the effect of such a 
measure be limited, so that it would be an inefficient incentive, but it 
would be necessary to impose a number of restrictions to prevent the ex- 
emption from being used by regular investors as a means of withdrawing 


income from Canada free of tax. 
Personal Service Income 


We have considered whether there might be any feasible or desirable 
alternative to the present procedure under which a non-resident employed in 
Canada files a return of his employment income earned in Canada and pays 
tax thereon at graduated rates as if the Canadian income were his total 


income. There appear to be only two other methods worthy of consideration. 


Under the first alternative, the taxpayer would be required to file 
a return showing his total world income, including his Canadian income, and 
would be taxed at a rate determined on this basis. As we have said pre- 
viously, we are of the opinion that such a requirement would be difficult 
to enforce. The Canadian tax authorities would have no means of verifying 
the total income other than to obtain certified copies of the taxpayer's 
foreign tax return, and almost no recourse if the Canadian return were 
found to be false when the taxpayer was no longer receiving income from 


Canada. 


The other alternative would be to impose a flat-rate tax on personal 
service income similar to the withholding tax on property income. This is 
the practice of the United States with respect to non-resident aliens 
who are not engaged in trade or business in the United States (as defined), 


and who are subject to a tax of 30 per cent in lieu of all other income tax. 


We believe that the considerations for and against such a withholding 
tax are about equally divided. On the one hand, it can be argued that the 


withholding tax device has been accepted as appropriate for many other 
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forms of income and that it could as easily be applied to employment 
income. On the other hand, it can be said that the imposition of a 
flat-rate tax on many forms of payment is dictated by the differing income 
levels of the foreign recipients, the flat rate being a compromise of the 
varying marginal rates that would apply if the foreign recipients were to 
pay tax as Canadian residents, and that such an average rate means that 


some are overtaxed and some undertaxed, 


Although the present system is not seriously deficient, the application 
of progressive rates to only that portion of the person's income which is 
earned in Canada is a departure from the principle of full progressive tax- 
ation and so is not satisfactory. Therefore, we recommend that consider- 
ation be given to levying a withholding tax at a flat rate of 30 per cent 
on personal service income earned in Canada by non-residents, and granting 
relief to recipients who would have been subject to lower rates by per- 
mitting the non-resident to elect to be taxed as a resident of Canada and, 
accordingly, to file a return reporting his world income. This option is 
discussed further below. Although control of the refunds would largely 
be dependent upon the honesty of the taxpayer, the procedure should never- 
theless increase tax revenues. This same rate of withholding tax and the 
same right of election should apply with respect to the income portion of 


pension and annuity payments as discussed in Chapter 16. 


We have also been impressed with the magnitude of the flow of payments 
from Canada for personal services not requiring the physical presence in 
Canada of the person rendering such services. These are mainly fees for 
consulting, professional, management and administration services, shown in 
the 1962 report under the Corporations and labour Unions Returns Act (p. 41) 
to be in excess of $100 million. This compares with $169 million reported 
by corporations under the same Act as interest payments to non-residents. 

As the non-resident is not physically present in Canada, these payments 


are generally not taxable under the present legislation. 
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One reason for making a tax distinction between international income 
from capital, which is taxed where the capital is employed, and international 
income from services, which is taxed where the person physically performed 
the services rather than where they are exploited, is perhaps that the latter 
is more likely to involve substantial foreign-based expense than-is the pro- 
vision of capital. But this would support the imposition of a lower withholding 
tax on services than on property income, rather than complete exemption. 
Furthermore, the requirement of physical presence in the country seems to 
rest on assumptions that are being undermined by the development of modern 
communications media. The taxation of remuneration for many forms of ser- 
vices does not appear to present major problems of tax enforcement by the 
source country. Some definitional problems would exist, at least initially, 
but these could readily be met if a broadly based tax was applied to most 
payments for services. The present treatment results in frequent anomalies 
such as, for example, the imposition of tax on the portion of a payment 
that relates to a fee for the use in Canada of some property, say, a patent, 
and the exemption of the portion of the payment that is applicable to the 


management advice on how to use the patent. 


In our view there is justification for the taxation of income from 
personal services by the countries in which they are exploited. The rate 
of withholding tax might be of the order of 10 per cent. Because this tax 
would generally not be eligible for a foreign tax credit in the country of 


destination, a relatively low rate should be imposed. 


It is not intended that this withholding tax should be imposed on 
payments for services of a personal nature. It should be applied only where 
the benefit of the services was enjoyed in Canada and where the payment was 
deductible in computing business or property income for Canadian tax pur- 
poses. Since it would be a tax on payments for services, it should not 
apply to amounts paid in reimbursement of expenses. The exclusion for 


expenses would have to be carefully defined, having regard to the difficulties 
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that can arise in distinguishing between a payment for services and a 
reimbursement of an ordinary expense. 
Gifts and Payments from 
Trusts and Estates 

Our recommendations in Chapter 21 for the taxation of trusts and estates 
involve the payment of initial tax on income received by the trust or estate. 
This tax would be imposed at different rates depending upon the type of in- 


come and the beneficiary to whom it was distributable or for whom it was 


accumulated in the trust. 


We proposed that income of a trust (other than gifts and inheritances 
and income from direct foreign investment) which was distributable to non- 
resident beneficiaries or was accumulated for the benefit of non-residents 
should be subject to initial tax at the rate of 50 per cent. The initial 
tax would, of course, be reduced by any credits to which the trust was 
entitled in respect of dividend income from Canadian corporations. Upon 
payment being made to a non-resident beneficiary, the recipient would not 
be entitled to any credit for the initial tax and there would be a further 


withholding tax at the rate applicable to dividends. 


We have also recommended that because of the hardship which might be 
caused by the imposition of both the 50 per cent initial tax and the with- 
holding tax, a non-resident beneficiary should be entitled to elect that 
instead of these taxes the income payable to him should be subject to the 
same withholding tax which would have been payable if his allocable share 
of the income of the trust from each source had been paid to him directly. 
Accordingly, if the trust had income from interest or rent or similar 
sources, a non-resident who made this election would in effect pay a tax 
of 30 per cent on his portion of that income and would obtain a refund of 


any tax in excess of this amount which had been paid by the trust. 
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Income of a resident trust from foreign direct: investment would be 
taxable in the same way as similar income received by a corporation. Gifts 
received by a trust, including property passing on death in the case of a 
trust arising on death, would be subject to initial tax at the rate of 430 per 
cent. Income of these types would not be subject to any further withholding 


tax on distribution to a non-resident beneficiary. 


The creation of non-resident trusts and resident trusts with non- 
resident beneficiaries for tax avoidance purposes has been on the increase. 
In 1965 a special provision was enacted to deny generally a deduction to 
iis of business income paid to non-resident beneficiaries and non- 
resident-owned investment corporations 18/. This is an example of a type 
of avoidance that seeks to extract from Canada income which ordinarily would 
be subject to higher rates of tax, by paying only the withholding tax. The 
proposed withholding taxes should reduce this type of avoidance, particularly 
with respect to business and dividend income and gifts. 

Optional Filing of a 
Canadian Tax Return 

We have concluded that it would be impractical under most circumstances 
to require non-residents to file Canadian tax returns and to report their world 
income to Canada. However, we have also suggested that the level of withhold- 
ing taxes on certain kinds of income should be higher and that withholding 
taxes should be imposed on some other kinds of remittances to non-residents 
that are not now taxed. In Chapters 15, 16 and 17 which are concerned with 
these particular types of payment (property income, deferred income and gifts 
including inheritances) we have pointed out why the withholding tax on these 
payments should be at a substantial level Cee at least 430 per cent). We 
have also acknowledged that while a withholding tax rate of less than 50 per 
cent creates possibilities for tax avoidance, a rate close to this maximum 
level could result in severe hardship for low and middle income taxpayers. 


It is for this latter reason that we recommend a rate of 30 per cent for 
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payments to non-residents of gifts, bequests, the income portion of pension 
and annuity payments and perhaps for certain employment income. However, even 
this rate could be inequitable for some recipients. We have therefore sug- 
gested that a non-resident receiving such a payment should be permitted to 
file a Canadian tax return on his world income as though he were a resident. 
In computing the Canadian tax payable, credits for foreign income taxes on 
foreign source income up to an amount equal to the Canadian tax on foreign 
source income would be deducted in the same manner as at present. For these 
taxpayers no credit would be given for any foreign tax on Canadian source 
income. Such a non-resident would obtain a refund of that portion of the 
Canadian withholding tax which exceeded the Canadian tax payable on the 


optional basis. 


We have also suggested that any Canadian resident who became a non- 
resident should be permitted to elect to continue to be taxed as a Canadian 
resident, provided this election was made each year after the change of resi- 
dence. This would preclude a deemed disposition of his property holdings, 
an event that we have recommended should take place when a taxpayer ceased 
to be taxed as a Canadian resident. This type of election would be neces- 
sary for the taxpayer who became non-resident and wished to continue his 
membership in an individual Registered Retirement Income Plan. (Non-residents 
would be eligible for membership in registered group plans.) This election 
would also be useful for a dependant who became non-resident but wished to 
remain a member of his family unit. By making the appropriate election he 
could receive gifts and bequests from other members of the family unit free 
of withholding tax, and transfers of property to such a dependant would not 
be dispositions by the family unit (which might result in taxable gains). 

A non-resident spouse would be exempt from the withholding tax on a gift 
from the resident spouse in any event, but would have to make this election 
to prevent a disposition from occurring for tax purposes on a transfer of 
property from another member of the family unit. It is likely that in 


practice this kind of election would be made only where the change of 
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residence was expected to be temporary. For taxpayers making this election 
eredit should be given for all foreign income taxes on foreign or domestic 
source income on the same basis as under the present law, the credit being 


limited to the effective rate of Canadian tax on the same income, 


Although the accuracy of the Canadian return would be difficult to 
verify, even if the taxpayer was required to submit a certified copy of his 
foreign tax return, the fact that the filing of the return would be optional, 
and that the government need not make a refund unless it was satisfied with 
the information supplied, would distinguish this procedure from one that re- 
quired a non-resident to file a Canadian return. A substantial proportion 
of those making the election would probably be former Canadian residents for 


whom the Canadian tax authorities would have earlier returns. 


We also accept that it would be reasonable to modify the withholding tax 
principle where the payment was one against which substantial business expenses 
should be offset. At the present time, an option is granted for the filing 
of a tax return with the Canadian authorities where the income received is 
from real estate rents and timber royalties. We would be prepared to see the 
right to file a net income return extended to other forms of payments to non- 
residents if the administrative difficulties were not too severe. In making 
this suggestion, we propose that any expenses that might otherwise be claimed 
as deductions in computing the net income, but which would be subject to with- 
holding tax if paid by a Canadian resident, should not be deductible. In the 
case of employment income, we question the suitability of applying progressive 
rates only to that portion of the taxpayer's income that was earned in Canada. 
Accordingly, if the election was made, the return and claim for refund should 


be based upon the world income of the taxpayer. 
Special Corporations 


Two special classes of corporation are of particular significance in the 
area of international taxation in Canada: the foreign business corporation 


and the non-resident-owned investment corporation. 
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Foreign Business Corporations. A foreign business corporation is one which 
carries on substantially all its business outside Canada (section 71 of the 
Income Tax Act), although it may be incorporated and resident here. As such 
it enjoys complete exemption from Canadian tax. The category was first intro- 
duced in broad terms in 1918, and the legislation was amended in piecemeal 
fashion over a period of forty years as inconsistencies and abuses became 
apparent. It finally appeared that the provisions were not only giving too 
much scope for tax avoidance by Canadians but were also attracting foreigners 
who, according to the Minister of Finance of the day, "were interested in 
using Canada as an address but not as a home", thereby facilitating inter- 
national tax avoidance on a grand scale. This occurred principally through 
purchases of goods in the United States and their sale in other countries 
under the protection of Canada's treaties. In 1959 the provisions were re- 
stricted in their application to corporations which qualified as foreign 
business corporations in that year and continued to so qualify annually 
thereafter. The number of foreign business corporations is therefore gradu- 
ally declining, but some remain. Some of these are genuine in the sense of 
being corporations which the original legislation was intended to benefit. 
But many are products of ambitious tax avoidance plans. It seems to us 
anomalous that no restriction was placed on changes of control of corpo- 
rations which qualified for the exemption in 1959 because the shares of 
these corporations are now seen to change hands from time to time, presum- 
ably as one group completes a tax avoidance scheme and another wishes to 


begin one. 


We see the foreign business corporation provisions as being openly 
discriminatory and as favouring international tax avoidance. On these two 
grounds we recommend their entire repeal. Where a substantial business 
organization has been built up on the basis of existing rules, however, 
there is always an argument that a sudden change will create an unjustifiable 


hardship. Because some of the longest established Canadian corporations can 
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present this argument against repeal, we think that it may be reasonable 

to spread the repeal over several years and afford such taxpayers an 
opportunity to adjust their affairs. Canada would probably lose some re- 
venue as a result of the entire repeal of the provision but, on balance, it 
appears unlikely that it would be significant. We recommend, therefore , 
that the foreign business corporation provisions cease to apply to any 
corporation after, say, five years, and that they cease to apply immediately 
to any corporation which is not a public company listed on a recognized 


Canadian stock exchange. 


Non-Resident-Owned Investment Corporation. Under section 70 of the Income 


Tax Act, a corporation which is 95 per cent owned outside Canada may elect 
to pay a tax of 15 per cent on its income, provided such income is of a de- 
fined kind. In general, the income must arise from ownership of, or trading 
in, investments such as bonds, shares, debentures, mortgages, etc.; from 

the lending of money; from rents, hire of chattels and similar remuneration; 
or from estates and trusts. It is a condition that not more than 10 per 

cent of the income arises from rents and that the principal business of the 
corporation is not the lending of money or dealing in securities or mortgages , 
etc. No further tax is payable on withdrawal of the funds of the corporation 


by its non-resident owners. 


The net effect of the provision is to anticipate the 15 per cent with- 
holding tax on dividends paid to non-residents and to reduce to 15 per cent 
the rate of corporation tax that would otherwise apply to such income as 


interest, rent, royalties, etc., if received by an ordinary corporation. 


The general rationale for this measure, developed since its introduction 
in the less sophisticated tax climate of 1936, is that it encourages the 


investment of foreign funds in Canada at little tax cost to the government. 


We question whether the true interests of Canada are served by this 


provision, particularly in the light of the tax-haven opportunities which 
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it presents. Analysis of the provisions themselves suggests that they do 

not tend to encourage portfolio investment in Canadian equities, but rather 
encourage investment in interest-bearing securities and rental properties. 
Non-resident-owned investment corporations (NRO's) are subject to tax at 

the rate of 15 per cent on all their taxable income, including dividends 

from Canadian corporations. The inclusion of such dividends places NRO's 

at a disadvantage in comparison with ordinary Canadian corporations. The 
natural form of organization for non-residents wishing to invest in a port- 
folio of Canadian shares would be an ordinary Canadian corporation; in that 
event all Canadian tax would be deferred until the holding company paid 
dividends to its shareholders, and a faster rate of accumulation would be 
possible than with an NRO. For interest and rental income, the NRO is clearly 
preferable because a rate of 15 per cent is substituted for the ordinary rate 


of corporation, tax. 


We conclude that the effect of the NRO legislation in its present 
form, whatever purpose may have been intended or ascribed to it, is 
to enable non-residents to invest in interest-bearing securities and to 
invest directly or indirectly through subsidiaries in rental properties at 
rates of Canadian tax no greater than the rates of withholding tax. If this 
is an encouragement to investment in Canada, it is achieved by creating a 
mechanism which permits the foreign investor to avoid the tax of his home 
country without Canadian penalty. We find that the NRO provisions are con- 
trary to our philosophy that we should not facilitate international tax 
avoidance, We therefore recommend that the NRO provisions be withdrawn, 
although this should be done gradually and with suitable transitional pro- 
visions, because of the large number of corporations now qualifying for the 
special treatment. It might be provided for example, that after the effective 
date the only corporations that could qualify as NRO's would be those that 
qualified as such in that year and in each subsequent year and that reduced 
the amount of their net assets by at least 10 per cent in each year subse- 
quent to the effective date. The provisions could then be completely with- 


drawn after ten years. 
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ADMINISTRATION 


Elsewhere, we recommend steps which we feel will result in an improve- 
ment in the level of federal tax administration. We have some particular 


recommendations for international taxation. 


International Tax Avoidance 


One of the most challenging problems in the administration of inter- 
national taxation is the avoidance or reduction of tax liability through 
transactions with persons in another jurisdiction who are not at arm's length 
with the taxpayer. The difference between the domestic situation and the 
international situation is one of degree rather than of kind. The problem 
of checking and circumventing tax avoidance in non-arm's length transactions 
in the international field is greatly magnified by the fact that the Canadian 
authorities are limited both by jurisdictional and by practical considerations 
to reviewing only one side of the transaction. A few of the general areas in 
which this avoidance can take place—we do not consider details of the indi- 


vidual kinds of transaction—are indicated in the following discussion. 


Inter-Company Transactions. By charges or payments for goods or services at 
prices other than market—at either abnormally high or abnormally low levels— 
associated companies may transfer profits from high tax to lower tax juris- 
dictions. The problem is not greatly different from that frequently encounter- 
ed between taxpayers within the same country, and can be combatted only by a 
constant surveillance by the tax administration of inter-company pricing 
practices. A device that might be used would be to require special detailed 
annual reporting of all charges between international companies not dealing 

at arm's length. It might also be required that where an inter-company 

charge differed substantially from cost the taxpayer must satisfy the tax 


authorities that the profit was a fair one. 


One of the greatest gaps in the international taxation of business 
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profits, and one from which many other difficulties stem, arises from the 
absence of any generally accepted rules for the allocation of earnings be- 
tween countries when a business operates in several countries either through 
branches or subsidiaries. Such agreed rules would be comparable, for example, 
to those used in Canada for the allocation of profits between provinces for 
purposes of provincial taxation, since exactly the same issues are involved. 
The present general approach, as embodied both in national statutes and in 
international tax treaties, is to start with the profits as shown by the 
books of the company and make whatever adjustments can be justified. Failing 
this, there is seldom any other agreed approach. The United States is an 
exception, having provided by law a statutory allocation formula which oper- 
ates when a reasonable allocation cannot be made either on the basis of 


independent factor cost or by adjusting the books of the taxpayer. 


We recommend that the Canadian tax authorities study the implications 
of adopting a formula as an alternative to the adjustment of the books of 
account and of giving that formula official sanction by regulation. Where 
possible such a formula might be incorporated into some of the international 


tax treaties to which Canada is a party. 


Situs of a Transaction. Generally, the rule is that a sale is concluded at 
the place where the contract for the sale of the goods is made. This provides 
legal opportunity for locating the situs of a transaction at a tax location 
suitable to the taxpayer—that is, a low tax jurisdiction—by a device no 
more elaborate than the incorporation of a company which maintains records. 
Because the rule itself is a fairly reasonable one, the resulting tax avoid- 
ance can most properly be overcome by general measures intended to ensure 

the immediate or ultimate taxation of the profit on such transactions; the 
recent United States measures and the proposals we have made earlier with 


respect to tax-haven companies should achieve this result. 


Transformation of Payments. The pressure for the transformation of payments 
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from a taxable to a non-taxable form arises when, for example, dividend 
payments to a parent company are paid out of after-tax profits and are sub- 
ject to a withholding tax. Attention centres on the transfer of profits to 
the parent by way of enhanced payments for management services, patents, copy- 
rights, research, advertising, etc. Recent Canadian extensions of the scope 


of the withholding tax have apparently been directed against such practices. 


If dividends must be paid out of after-tax income while interest is a 
business deduction, increased emphasis will be given to a debtor-creditor 
relationship between the companies so that inter-company payments will take 
On form of interest rather than dividends. We have already discussed this 


matter in dealing with the withholding tax. 
Organization and Staffing 


We recommend that special groups be developed both in the Department 
of Finance and in the Department of National Revenue (or its successor) to 
serve in removing causes and instances of overtaxation, in reducing causes 
and instances of international tax avoidance and in increasing co-operation 


with the tax authorities in other countries. 


Among the responsibilities of the group in the Department of Finance 


might be the following: 


L. To consider representations made by taxpayers with respect to Canada's 


international taxation policies and legislation. 


ee To keep abreast of changes in the tax laws of other countries and the 
implications of these for the taxation of international transactions 


by Canada. 


230 To work closely with their counterparts in other countries in developing 
solutions by statute or treaty to problems of overtaxation and under- 


taxation that come to its notice. 
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To advise on taxation policies generally and tax legislation in 


particular as they affect international operations. 


To advise on and engage in treaty negotiations. 


To keep abreast of techniques for international tax avoidance and to 
advise the tax administration on areas that should be subjected to 


particular scrutiny. 


Among the functions of the group in the Department of National Revenue 


(or its successor) might be the following: 


1. 


To deal with taxpayers having specific international tax problems and 


in particular to give advance rulings in the international area. 


To determine taxpayer reporting requirements so that information would 


be obtained in a form that was most useful for assessing purposes. 


To draft regulations and bulletins relating to international trans- 


actions. 


To apply special matching and investigation procedures to certain tax 


returns and information. 


To keep abreast of the tax laws of other countries and their 


administration. 


To advise the Department of Finance of areas that were proving 


troublesome under existing legislation and treaties. 


There would be need for close and continuous liaison between the two groups 


to prevent duplication of effort and to facilitate development of tax policy. 


The tasks that we have referred to above would require larger staffs 


than are now engaged on international tax problems in the Departments of 


Finance and National Revenue. For example, the information returns we 


recommend below, far from allowing the assignment of less manpower to the 
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assessment of international transactions, would require more assessors if 


the potential was to be realized. 


Moreover, given the complexities in this area of taxation, the staff 
assigned to it must include an unusually high proportion of people who were 
experienced in selection and investigation techniques and had neictine dal of 
the ways in which non-arm's length situations may be exploited for tax pur- 
poses. Indeed, the staff should be the equal in imagination to those who 


were engaged in arranging transactions to minimize taxation. 


The need for increased staff would be more marked in the tax adminis- 
tration area because of the division of responsibilities between the two 
departments. As the administrative group dealing with international tax 
problems broadened the scope of its activity, it would no doubt be found 


desirable to disperse the staff among the various regional offices. 


Reporting and Returns. We have mentioned several areas in which provisions 
of the Income Tax Act have permitted tax manipulation in international 
transactions. While we believe that, even under the present provisions, 
additional tax could be assessed on many such transactions, this would in- 
volve reporting, selection and examination procedures for which the Depart- 


ment of National Revenue staff in the international area is not now equipped. 


We believe that several of the recommendations made for the income tax 
structure generally, for example, the annual detailed information returns on 
holdings, acquisitions and dispositions of assets (integral to the taxation 
of gains on dispositions of capital assets), would tend to reduce tax avoid- 
ance substantially. In addition, we specifically recommend a detailed re- 
porting of international transactions between taxpayers not dealing at arm's 
length. Adaptation of electronic equipment to the processing of this in- 
formation would add greatly to its potential usefulness. However, receipt 
and processing of this information in mass would not automatically provide 


an effective solution to the problem of tax avoidance in connection with 
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international transactions; it would be necessary to select from the mass 
particular operations for further examination and, where indicated, close 


scrutiny, 


We have recommended that persons emigrating from Canada should be re- 
quired to obtain a tax clearance to ensure that the full Canadian tax, in- 
cluding that levied on any gains from the deemed disposition of property, has 
been paid, In order to ensure that all persons emigrating appreciate that 
this requirement exists it would be necessary to ask a brief question of people 
leaving the country, Those signifying they were emigrating would be asked ad- 
ditional questions to ascertain whether they had final tax clearance, So that 
this requirement would not unduly delay travel, it would be possible to waive 
such questioning at border crossing points during periods when there is sub- 


stantial commuter traffic, 


Exchange of Information, Canada's tax treaties now provide for the exchange 
of tax information and for the transmittal by each country to the other of 
certain routine information on an annual basis, The Canadian tax authorities 
should discuss with their counterparts in countries using electronic equipment 
for processing tax returns various ways in which such equipment might be uti- 
lized to provide routine information in a more effective form than is now done, 
For example, copies of all Canadian withholding slips on payments to United 
States residents are currently supplied to the United States authorities, We 
would also recommend that while Canada should be prepared to negotiate with 
other governments concerning the exchange on request of further available tax 
information, it should be a condition to the supplying of information that it 


be made available on a confidential basis to tax officials only. 


THE TAX TREATIES 


The discussion in this chapter relates basically to the Canadian statute 
law and jurisprudence, reference having been made only occasionally to the 
effect of the tax treaties into which Canada has entered with other countries, 


What follows is a brief discussion of their major points, 
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The treaties, of which Canada now has thirteen (not counting three ad- 
ditional treaties which have been signed but not proclaimed in force), are an 
important international fiscal device, As a negotiated arrangement, a treaty 
provides a flexible means of reconciling otherwise conflicting features of the 
basic tax systems of individual countries; at the same time, they -have presented 
the opportunity for developing rules of international tax behaviour which have 
become embodied in "model" treaties sponsored by organizations such as the League 
of Nations, the United Nations and the Organization for Economic Cooperation and 
Development, Frequently, the effect of a treaty is to substitute some of these 
"model" concepts for the basic national tax statute, since the treaty terms over- 


ride the provisions of the domestic law, 


Canada's oldest treaties were with the United States (1936) and the United 
Kingdom (1946), The treaty with the United States was replaced by a broader one 
in 1941, The treaty with the United Kingdom was terminated effective January 1, 
1965, and a new, more limited treaty came into effect at that time, Subsequently 
a new treaty was signed but has not yet been proclaimed in force, In addition, 
there are income tax treaties with Australia, Denmark, Finland, France, Germany, 
Ireland, Japan, The Netherlands, New Zealand, Sweden and South Africa, A new 
treaty with Ireland and treaties with Norway, Belgium and Trinidad and Tobago 
have been signed but have not yet been proclaimed in force, Canada also has 


treaties regarding estate tax with five countries, 


The main purpose of the treaties is to facilitate world trade and in- 
vestment by avoiding double taxation or discriminatory tax practices and also 
to prevent tax avoidance and evasion by providing for the exchange of infor- 


mation and other forms of co-operation. 
Prevention of Double Taxation 


The treaties often give more precise definitions than the domestic tax 
legislation. They remove uncertainty by such means as specifying the taxes 
levied by each country which will be regarded as income taxes; by defining such 
concepts as "person", "company" and "resident"; and by establishing an agreed 
basis for the taxation of profits, Usually it is agreed that the taxation of 


the profits of an entity of the other country will be limited to the "industrial 
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and commercial" profits of a "permanent establishment", the latter term being 


extensively defined but in essence being a fixed place of business, 


The treaties also exempt certain forms of income, Where it is adminis- 
tratively more convenient to exempt income than to require taxpayers to go 
through the process of reporting and claiming a tax credit, countries having 
approximately the same weight of taxation will frequently adopt this device, 
Provision is often made for the exemption of the profits of international 
shipping and aircraft companies, Frequently, annuities, pensions and similar 
income are exempted from withholding tax, and remuneration of employees of the 
other government is also dealt with, Where residents of one country earn income 
during short visits to the other country, exemption is also frequently extended 
as an administrative simplification, 

The treaties provide a limitation of the right to tax, Most often restricted 
is the right to withhold tax on dividends, interest and similar payments. Under 
some of Canada's treaties, the 15 per cent rate has been reduced and, in one or 


two cases, completely eliminated on a reciprocal basis, 


The contracting parties undertake to allow a tax credit in respect of in- 
come taxed at source in the other country. This feature of Canada's treaties, 
often of great significance in treaties of other countries, has been of minimal 
importance as far as Canadian tax is concerned because Canada has allowed a tax 


credit for foreign taxes almost from the beginning of the income tax, 


The treaties usually provide that where double taxation exists in the case 
of an individual taxpayer the "competent authorities" of the two countries may 


consult in an effort to relieve the problem, 
Prevention of Fiscal Evasion 

Usually the provision for exchange of information is very broadly phrased 
and stresses the purpose of preventing fraud and evasion, 

Where an enterprise in one country has a permanent establishment in the 
other country, a general procedure is sometimes set out for the rectification 


of the accounts of the latter so as to reflect the profit it might have derived 


if it had been an independent enterprise, 
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Provision is usually made for joint consultation and administrative 


co-operation in the carrying out of the terms of the treaty. 
Appraisal 


We approve of the present extent of Canada's treaty arrangements and 
suggest that further treaties be negotiated with other countries with which 
Canada has close or growing trade and financial relations, such as Italy, 
Switzerland, Mexico, Venezuela, India and Brazil. We also find encouraging 
the trend toward the adoption of model treaty arrangements, although we have 
some reservations as to the extent to which any one model, such as that 
promulgated by OECD, can be adapted to the needs of all countries. It is 
obvious that changes in international taxation are rapid and complex, and 
Canada's treaties must be kept constantly under review to cope with new 
concepts and conditions. We have already proposed administrative changes 


to this end. 


Much can also be gained from the fullest exchange of information under 
Canada's treaties, and we have proposed administrative changes that will 
facilitate such exchange. Canada's treaty with the United States should 
provide that any information supplied by Canada should be restricted to the 
use of the Internal Revenue Service, a feature of several United States 


treaties with other countries. 


An aspect of the treaties that calls for improvement is the "competent 
authority" provision. The present arrangements are unsatisfactory, resting 
as they do on the sufferance of the contending tax authorities. In our 
opinion, the determination of the existence and degree of double taxation 
Should be made the responsibility of a tribunal consisting of a representative 
from each country and a third member chosen by them. This tribunal should 
have power, on a finding of double taxation, to allocate income between the 


two countries or even to allow a rebate on equitable principles. 
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It is also our opinion that a serious lack in the international area 


is the absence of co-operation in the enforcement of tax liabilities to 


other countries. We have proposed in Chapter 43 that arrangements be entered 


into by treaty, under which, on a reciprocal basis, Canadian courts would 


enforce liabilities owing to another country by persons over whom they had 


jurisdiction. 
CONCIUSIONS AND RECOMMENDATIONS 
OBJECTIVES 
is The proposed domestic tax system is radically different from the tax 


systems in effect in other countries. It is therefore of prime 
importance to develop provisions for the taxation of international 
income flows which would be consistent with our proposed domestic 


reforms and which: 


a) would not adversely affect our economic ties with the rest 


of the world; 


b) would maintain and preferably increase the net economic benefit 


which Canada derives from foreign investment; and 


c) would not abrogate our treaty obligations or offend against 


the normal standards of international taxation. 


It is also essential to tax foreign source income of Canadians, like 
other kinds of income, at full progressive rates, develop procedures 
that minimize tax deferment and close the loopholes in the present 


system which are exploited by the use of tax havens. 


The differences in the rates of tax that apply to different kinds of 
Canadian source income of non-residents provide avenues for avoidance 
and so reduce the net economic benefit derived by Canada from foreign 


investment. Reducing these disparities would be desirable. 
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International tax neutrality is probably unattainable and perhaps not 
even desirable while there exist other economic barriers such as 
tariffs, immigration laws, foreign investment guidelines and foreign 


exchange controls. 


Although it is in Canada's long-run interest not to erect de inter- 
national economic barriers or induce other countries to do so, it is 
virtually impossible to establish principles for the taxation by Canada 
of international income flows in order to achieve the best possible 
allocation of world resources. For this reason, it is necessary to 
take a more pragmatic approach in the international field than in 


domestic taxation. 


GENERAL CONCIUSIONS 


6. 


9. 


10. 


Canada should not extend the benefits of the proposed integration of 


personal and corporation tax to non-residents. 


The level of tax on foreign shareholders of Canadian corporations 
should not be raised except where necessary to carry out domestic 


tax reforms. 


To increase the net economic benefit to Canada and to reduce the 
avenues for tax avoidance, the withholding tax on payments other 
than dividends which are made from Canada to non-residents should 


be increased, 


Canada should not seek to tax non-residents on their Canadian property 
gains except those realized in connection with a business carried on 
in Canada (defined to include transactions in real property or an 


interest in real property which is located in Canada). 


Canada should give residents credit for foreign withholding taxes and 
foreign corporation taxes actually paid at a rate that would ensure 
that the Canadian taxes on such dividends did not increase for most 


shareholders. 


972 


SPECIFIC RECOMMENDATIONS 


LLé The present exemption from tax of certain foreign dividends received 
by a Canadian corporation which is provided by section 28(1)(d) should 
be withdrawn, and a new method devised for taxing foreign direct in- 


vestment income. 


dee A foreign direct investment should be defined as an investment by a 
Canadian resident or associated group of Canadian residents (a) ina 
non-resident corporation in which he or the group holds a 10 per cent 
or greater interest in the voting power, in the profits or in the 
assets distributed on liquidation of the non-resident corporation, 
or (b) in a foreign property or business in which he or the group 


holds a 10 per cent or greater interest. 


6. Canadian taxpayers having foreign direct investments should report 
annually the foreign income earned and the foreign income taxes paid 
in each foreign jurisdiction. If foreign income taxes were paid at 
a rate of at least 40 per cent, no further Canadian tax would be pay- 
able unless or until the foreign income was received by a Canadian 
individual. If foreign income taxes paid on this current income 
were less than 43 per cent of the foreign income earned, the dif- 
ference should be paid to Canada as a special tax. This procedure 
would ensure that all foreign source direct investment income would 
immediately become subject to income taxes of at least 30 per cent 
on an accrual basis. If the foreign income was subsequently subjected 
to a withholding tax in the foreign country on distribution to the 
Canadian investor, the special tax on such income would be refunded 
to the extent of the withholding tax. If a Canadian taxpayer with 
less than a controlling interest in a foreign direct investment 
could establish that he was unable to obtain sufficient information 
to compute the foreign income, he should be entitled to Sse. to be 


taxed as a recipient of portfolio investment income. 
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1). 


16. 


17. 


its 


M6) 


For the purpose of these computations foreign income should be defined 
as income reported to the foreign jurisdiction (or in an audited 
financial statement), subject to certain adjustments to make this 
figure generally comparable to income as defined for Canadian tax 


purposes. These adjustments would not be numerous or detailed. 


To ease the problems of compliance it should in general be deemed 
that income derived from the United States and the United Kingdom 
had been taxed at a rate of at least 30 per cent. Therefore, since 
the special Canadian tax would seldom be payable, the computation 
of direct investment income from these two countries would not be 
necessary except possibly in special circumstances specified by 


regulations. 


For the purpose of these computations, income taxes would be defined 

and would include the taxes described in the international tax agreements 
where applicable, However, certain other taxes might also be deemed to 
be income taxes, In addition, if as a matter of public policy foreign 
investment in specified countries was to be encouraged, income taxes 
could be deemed to have been paid up to a certain amount regardless of 


the actual amount of tax levied, 


Dividends or other income (net of withholding taxes) received from a 
foreign direct investment should be deemed to have been subject to 
foreign tax at a rate of 30 per cent. The Canadian taxpayer (individual 
or corporate) should be required to bring into income the grossed-up 
equivalent of the dividend or other income (the amount that would have 
been received had the assumed tax of 430 per cent not been paid). This 


would be a of the net dividend actually received. 


Where the Canadian taxpayer was a corporation receiving income from 
foreign direct investment, no further tax would be payable at the time 


of receipt. On the distribution or allocation of the income to 


19. 


el. 
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Canadian shareholders of that corporation, credit would be granted 
on the grossed-up amount of the dividend or allocation for the 30 
per cent foreign tax deemed to have been paid. For ease of adminis- 
tration, a withholding tax equal to 20 per cent of the grossed-up 
amount of the distribution or allocation to Canadian resident share- 
holders would be paid at the time of distribution or allocation in 
order to bring the total credit up to the 50 per cent level which 
would apply in the case of Canadian income and, accordingly, the net 
distribution or allocation would be grossed-up by the shareholder 
at the 50 per cent rate. If the credit exceeded the shareholder's 
Canadian tax liability, he would be entitled to a refund from the 


Canadian government, 


Where the Canadian taxpayer receiving income from foreign direct 
investment was an individual, the net income after tax would be 
grossed-up at the 30 per cent rate and credit would be given against 
Canadian personal income tax for the deemed 430 per cent foreign tax 


paid; if the credit exceeded the shareholder's Canadian tax lia- 


bility, he would be entitled to a refund from the Canadian government. 


Canadian portfolio investors (investors who were not direct in- 


vestors) should be given an option: 


a) to be taxed on the same basis as direct investors as described 


above; or 


b) to be taxed as at present with a credit only for withholding 


taxes paid, 


The basic withholding tax on most payments to non-residents other 
than dividends should be increased from 15 per cent to 40 per cent. 
This withholding tax should be applied to gifts and bequests and 
the income portion of payments from pension plans. In addition 


to interest, royalties, etc., it should perhaps be applied also 


Ces 
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to income from employment in Canada by non-residents. This 30 per 
cent rate might be lowered for some specific types of payments 
(e.g., the present exemption for interest paid to tax-exempt entities), 


and reduced by treaty for certain payments to specified countries. 


As we believe that the adoption of our proposal for the integration 

of the corporation and personal income taxes would encourage 

the issuance of shares in Canada by the subsidiaries of foreign 
corporations, the differential withholding tax on dividends based on 
Canadian share ownership should be abolished. The rate of withholding 
tax should not be effectively increased, and consideration should be 
given to fixing the rate at 15 per cent and then reducing it to 10 per 
cent by treaty with some foreign governments in exchange for appropriate 
concessions with respect to the withholding taxes to be levied on some 
other kinds of payments. In addition, the 10 per cent rate should 
continue to apply to companies which qualified for such rate by the 
issue or sale of shares subsequent to the time the legislation relating 


to "degree of Canadian ownership” became effective. 


The income of trusts, like that of corporations, that was distri- 
butable to non-residents or accumulated for their benefit should 
be subject to a tax of 50 per cent and the net amount distributed 
would be subject to a further withholding tax at the same rate as 
was applicable to dividends. However, the non-resident beneficiary 
should be entitled to elect that instead of the 50 per cent initial 
tax and the withholding tax, the income payable to him should be 
subject to tax in an amount equal to the withholding tax that 
would have been levied if it had been paid to him directly. Gifts 
and inheritances received by a trust which were distributable to 
non-resident beneficiaries would be subject to initial tax at the 
rate of 40 per cent and would not be subject to any withholding 


tax on distribution. 
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ok, <A withholding tax of up to 10 per cent should be imposed on payments 
for services that were deducted in the computation of business or 
property income and were not already subject to a withholding tax. 
These would be services rendered outside Canada, but the benefit from 
which was obtained in Canada. This withholding tax should be applied 
only to payments that were deductible for Canadian tax purposes and 


should not apply to amounts paid in reimbursement of expenses. 


25. In certain specific cases, non-residents should be entitled to elect 
to be taxed as residents of Canada, reporting their world income from 
all sources and deducting foreign tax credits on the present basis for 
foreign taxes paid on income from foreign sources. This elnceion 


should be available in the following cases: 


a) where a Canadian resident became non-resident and elected to be 
taxed as a Canadian resident for each year after the change of 


residenecé; or 


b) where the non-resident received certain specific kinds of income 
from Canada, including gifts, or inheritances, the income portion 


of pension and annuity payments and employment income. 


26. The provisions relating to foreign business corporations should be 
repealed, effective after a period of, say, five years in the case of 
@ public company listed on a recognized Canadian stock exchange, and 
effective immediately or after a short interval in the case of other 


corporations. 


©7. The provisions relating to non-resident-owned investment corporations 


should be withdrawn over a period of years. 
ADMINISTRATION 


28. Special groups should be established in the Department of Finance and 


29. 


ITT 


in the Department of National Revenue (or its successor) to specialize 
in international taxation matters so as to keep the law and its 


administration up to date. 


Detailed reporting should be required with respect to international 
transactions between taxpayers not dealing with each other at arm's 
length. Special rules should be developed in the law to prevent tax 


avoidance through such transactions. 


TAX TREATIES 


30. 


pie 
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Canada should continue to negotiate tax treaties with other countries 
and should also keep these treaties under review and up to date, as 


far as possible. 


Canada should improve its arrangements with other countries for the 
exchange of information. Such information should be provided on the 
condition that it is available on a confidential basis to tax 


officials only. 


If possible, tax treaties should provide for a tribunal consisting 
of a representative of each country and a third member chosen by 


them to resolve disputes and problems of double taxation. 
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If individuals, businesses or organizations living or operating in high 
tax countries had living or operating costs that were correspondingly 
lower than if they lived and carried on business in low tax countries, 
all nations would not necessarily have to provide the same public goods 
and services and welfare payments in order to achieve international tax 
neutrality. However, it is most unlikely that taxes and private ex- 
penditures are perfect substitutes, and that the taxes to finance public 
expenditures are equal to the costs that would be incurred in the absence 
of the public expenditure. Taxes are imposed to force people to bear 


a share of the cost burden they otherwise would not bear. 


If nations could agree on the "proper" division of revenues between 
source and destination countries, this condition could, in principle, 
be realized by the universal adoption of the following technique 


(assuming all countries had the same tax base and the same tax rates)? 


a) Source countries would impose tax at the top personal rate on the 
income of non-residents. 

b) Destination countries would impose tax at full personal rates on 
the world income of residents. 

c) Taxpayers would file a tax return reporting their world income in 
each source country. 

d) Each source country, on the basis of the non-resident's world 
income, would determine the proportion of the non-resident's total 
tax to which it had a right and make the appropriate refund to the 
non-resident. 

e) Destination countries would give a full tax credit for the net 


taxes paid to source countries. 


While it can be argued that Canada should reduce or eliminate its 


dependence on foreign saving, and hence reduce or eliminate the net 
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capital inflow, there can be little doubt that the elimination of the 
gross flows (both of investment in Canada by non-residents and of 
investment abroad by Canadians) would be a serious economic loss; for 
there are some investments in Canada that could not be profitably 
undertaken by Canadians, and some investments outside of Canada that 


are more profitable to Canadians than to other nations. 


Further discussion of this United States legislation is contained in 


Appendix L to this Volume. 


We. have suggested that any Canadian tax due should in general only become 
payable when the foreign direct investment income was received by a 
Canadian resident individual. However, we have recommended that the 
Canadian tax should be payable by the corporate direct investor, even when 
the distribution was to a second Canadian corporation, so that all corpo- 


rate distributions would be eligible for the 50 per cent gross-up and credit. 


$100 of corporate income less corporation tax of $50; the balance is 
taxed to the shareholder in the amount of $25 less a dividend tax 


credit of $10. 


Dividend of $50 ($100 of corporate income before tax) grossed-up to 


$100 and brought into income and taxed $50 with a credit of $50. 


Given no change in foreign taxes, no change in the Canadian treatment 

of foreign direct investment by Canadians, and the adoption of 
integration in Canada, $100 of before-tax corporate income would yield 
$50 to the Canadian shareholder (marginal rate 50 per cent) on corporate 
assets employed by a Canadian corporation in Canada and $29.75 on the 
corporate assets employed by the foreign subsidiary of a Canadian 
corporation. Therefore, corporate assets of $1,000 invested abroad 
would have to yield $168 before tax to give the Canadian shareholder the 
same after-tax return he would obtain if $1,000 of corporate assets 


earned $100 in Canada. 
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Reverse shifting is likely to take place (to the limited extent it 
does take place) within the first few years following the adoption 

of integration. The adjustments brought about through changes in the 
allocation of investment are likely to involve quinquennia if not 
decades. There is no danger that there would be a quick and drastic 


move from Canadian to foreign investment by Canadians. 


The average rate of tax applicable to Canadian source corporate income 
is just under 30 per cent, but it would appear that upper income 
individuals receive relatively more foreign source corporate income 


than Canadian source corporate income. 


Different bases for the imposition of income tax are discussed in 
Sherbaniuk, Hutcheon and Brissenden, "Liability for Tax—Residence, 
Domicile or Citizenship?" 1963 Tax Conference Report (Canadian Tax 


Foundation) 315. 

Income Tax Act, section 139(3).. 

Bullock v. Unit Construction Co. Ltd., [1959] 3 All E.R. 831. 
Section 139(4a). 

Section 139(1)(e). 

Section 139(7). 

Section 106(1)(b)(ii)(C). 


Section 63(4b). 


APPENDIX A 


A COPY OF THE LETTER RECEIVED BY THE CANADIAN 
INSTITUTE OF CHARTERED ACCOUNTANTS FROM ITS 
COMMITTEE ON ACCOUNTING AND AUDITING RESEARCH af 


June 27, 1963 


Mr. A.J, Little, F.C.A., 

Chairman , 

Special Taxation Committee, 

Canadian Institute of Chartered Accountants. 
Dear Mr. Little: 

In your letter of April 26, 196%, you asked for an expression of opinion 
from the Committee on Accounting and Auditing Research that would assist 
your aotlentivee in its presentation to the Royal Commission on Taxation. 
Your specific question was whether the Income Tax Act would be improved 
if it were provided in Section 4 of the Act that, subject to the other 
provisions of the Part, income from a business or property should be deter- 
mined in accordance with generally accepted accounting principles, or 
alternatively in accordance with generally accepted accounting practices. 
We considered your request at some length at a meeting of the Research 
Committee on May 6 and 7 and again at a Sub-committee meeting held on 


June 20, and the following represents the views of the majority of the 


members of the Committee, 


Accounting is directed toward the fair measurement of income on a basis 
that has some historical acceptance. It must, however, remain sufficiently 
flexible to reflect changes in economic conditions and concepts without the 
restrictions of legislative or judicial pronouncements and without the in- 


herent pressure resulting from the natural desire to minimize taxes. 


On the other hand, the Income Tax Act is directed towards the measure- 
ment of income in such a way that it can be taxed, Legislated rules and 
judicial interpretations are bound to play an important part in determining 
this income, Such conditions, if linked by statutes with accounting 


principles and practices, could detrimentally affect their natural development, 
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Further, we believe that if the taxing system is to work surely and simply, 

the Act should be specific rather than based on a statement of general 

principles. 
In reaching this conclusion, the Committee was influenced by the follow- 
ing facts: 

(1) Over the history of accounting, substantial changes have occurred 
in recognized accounting principles and practices. The process of 
change is continuous and there is no reason to expect that it will 
not continue in the future. On the contrary, there are at present 
many challenges (for example, the problem of accounting for changes 
in the value of money) that could well lead to substantial changes 
in accounting principles over a period of years. 

(2) Partly because of this process of change, and partly because of 

differences in individual circumstances and opinions, there 
exists at any one time some diversity in accounting practice. 
The diversity exists not only at the level of theory or prin- 
ciple, but also at the level of practical accounting methods 
(for example, a wide choice exists as to the method of calcu- 
lating the cost of inventories). 

(3) There are now, and probably will continue to be, in the income 
tax statutes, specific departures from recognized accounting 
practices to facilitate the administration of the Act, for the 


purposes of equity and to provide special incentives. 


In spite of the above-mentioned differences and uncertainties, it is 
obvious that the principles governing the determination of income for 
taxation and accounting should not be widely apart. Accounting principles 
attempt to provide a fair determination of income; if the income tax is 
to be a tax on income and not a tax on wealth or receipts or some other 
base, the tax statute and, equally important, its interpretation by the 
administration and the courts, must conform fairly closely to proper 
accounting principles. Such conformity would have avoided certain past 


inequities such as the total disallowance of many necessary business 
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expenditures on the grounds that they provided a long-term benefit and 
therefore were capital expenditures, but at the same time were not such 


as qualified for capital cost allowance, 


The question then is, what is the best way to obtain substantial con- 
formity between accounting principles and the tax statute? The method under 
consideration is to enact that for tax purposes, subject to the specific 
departures set out in the Act and mentioned in point 3 above, income from 
a business or property shall be determined in accordance with generally 
accepted accounting principles or practices. If this were done, it has been 
suggested that many detailed sections of the Act could be discarded since 
they exist simply to spell out what should or should not be included in 
computing income. In addition, inequities, such as those mentioned in the 


previous paragraph, would be largely avoided. 


In spite of these potential benefits, it is the opinion of the majority 
of the members of the Committee that the proposed change, by itself, would 
be largely ineffective in improving the working of the Act and would probably 
have some undesirable side consequences, Because of the diversity in 
accounting principles and the even greater diversity in accounting practices, 
and the changes that occur in both principles and practices over time, we 
think that a considerable degree of uncertainty would result from a simple 
provision of this nature, There would then follow a demand for the enact- 
ment of specific sections to clarify the areas of uncertainty (unless they 


were clarified by judicial decisions). 


An important disadvantage to this process lies in its potential in- 
fluence in the development of accounting principles. Where differences in 
accounting principles now exist, attempts can be made to resolve them on 
their merits. If, however, income subject to tax were to be based more 
directly on reported accounting income, the arguments in favour of the 
most conservative of the possible accounting treatments would be powerfully 


reinforced, The total effect of these tendencies, together with judicial 
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pronouncements as to what are accounting principles or practices, might 


well be prejudicial to the future development of accounting. 


In short, it is the Committee's view that any advantage from this 
possible change in the Income Tax Act would be more than offset by the 
difficulties in its application and the potential dangers to the future 
development of the accounting art. In our view, improvement in the Act 
must come from a careful and detailed redrafting of the Act, Those re- 
sponsible for redrafting the Act mist keep in view the overriding objectives 
of a fair and workable determination of taxable income, In this they should 
be guided by the best accounting practices. However, in the opinion of the 
Committee it would not be satisfactory merely to amend the Act to incorpo- 
rate a reference either to generally accepted accounting principles or to 
generally accepted accounting practices, 


Yours very truly, 


(Signed) J.R, Church, FICsA.., 
Chairman , 
Committee on Accounting and 
Auditing Research, 


REFERENCE 


V This letter is referred to in Chapter II of the Submission by the 


Canadian Institute of Chartered Accountants to the Commission, 
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THE FOREIGN TAXATION OF TRUST INCOME 


United Kingdom 


Trustees are taxable as "the persons receiving or entitled to receive 
the income from the trust corpus", and the standard rate of tax is payable. 
Trustees are not generally liable for surtax and are not entitled to 
personal allowances, these being claimed by the beneficiary. Trustees 
are not taxable on foreign income if the beneficiary would not have been 
taxed had he received the income directly, Tnere is no gift tax in the United 
Kingdom, so inter vivos settlements or gifts in trust are not taxed, Estates 


held in trust will have borne estate tax, 


Income which is distributable and income which is to be accumulated 
are both subject to the standard rate of tax, which is usually paid by the 
trustee, although it may be assessed directly to the beneficiary. When the 
beneficiary receives income, the payment is treated as having already borne 
the standard rate of tax and is grossed-up at the standard rate and included 
in the beneficiary's income. Personal allowances and surtax are computed 


on the grossed-up total income. 


The treatment of income which is accumulated in the trust is more 
complex than the treatment of income which is distributed currently. 
Accumlated income which is vested, that is, which the beneficiary is en- 
titled to claim as it arises, but which he either does not claim or cannot 
claim because, being an infant, he cannot give a good receipt, is treated 
as the beneficiary's income. If the beneficiary has only a contingent 
interest in income, that is, if he is not entitled to the income when it 
arises, but only at some later date, the income is taxable on receipt by 
the trustee at the standard rate of tax, but is not subject to surtax. The 
income then becomes capital and the beneficiary, on becoming entitled to it, 
receives it as such. There is, however, a special provision which enables 


a beneficiary whose interest was contingent on age or marriage to claim back 
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his personal reliefs over the period of accumulation, but this does not make 


it his income for surtax purposes over that period. 


The treatment of income from an estate under administration is governed 
by other rules which have much the same effect, namely, that a beneficiary 
is treated as having an aliquot share in the income arising during the 
administration on which he is taxable, but here he would have to pay surtax. 
Distributions from limited interests, such as life interests, are grossed-up 
for income tax on a provisional basis, but when the administration is 
complete, the income received is allocated over the period and any appro- 


priate adjustments are made. 


An annuity received by a beneficiary is income, whether it is paid out 
of income or capital of the trust. Other income interests are, in general, 
treated on the "conduit" principle according to which the source of the 


payment governs its treatment in the hands of the beneficiary. 


The United Kingdom legislation has complex provisions to prevent tax 
avoidance by the use of transfers of income or property, including transfers 
in trust, which are technically also referred to as "dispositions" and 
"settlements". The general method is to treat the income transferred, or 
the income from the transferred property, as the income of the transferor. 
The results vary. Sometimes it is only surtax which the transferor must 
pay, and sometimes it is the standard tax as well. In some cases, particu- 
larly where the transferor does not personally benefit, the burden of the 
increased tax is on the transferee. This method of preventing avoidance of 
the progressive features of the rate structure by the "attribution of in- 
come" is also to be found in the taxing statutes of Canada and the United 


States. 


United States 


In the United States, the taxation of trusts, both inter vivos and 


testamentary, is essentially the same as in Canada, that is, the trust is 
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taxed on its income in the same manner as an individual, but with provision 
for the deduction of income which is distributable to beneficiaries. Such 
income is taxable to the beneficiary, but treated under the conduit principle 
as if received by the beneficiary directly. Thus, it has the same tax 
character in his hands as it had when received by the trust. For example, 

if the trust receives tax-exempt interest which is distributable, it will 

be regarded as tax-exempt interest as respects the beneficiary. In general, 
the treatment of estates is the same, The trustee or executor files 

a fiduciary return and pays the tax due. The return provides for a schedule 


of the beneficiaries and for the amounts payable to each. 


An estate is entitled to a personal deduction of $600, but a trust is 
entitled only to a limited personal exemption of $300 if all income is 
distributable currently, or $100 otherwise. Estates and trusts are also 
entitled to deductions for net operating losses and for depreciation and 
depletion. Depreciation allowances are apportioned as provided in the 
trust instrument, or, if there are no such provisions, on the basis of the 
allocation of the trust income. Credits for partially tax-exempt interest 
and foreign tax, and an unlimited deduction for payments to charity, are 


also allowed. 


Under the concept of "distributable net income”, a beneficiary will 
not be taxed on more than he receives or is entitled to receive but may be 
taxed on less. Any distribution in excess of distributable net income is 
treated as a distribution of corpus, both in determining the amount taxable 
to the beneficiary and the amount deductible by the trust. Generally, 
“distributable net income” is equal to the taxable income of the trust, 
but there are statutory adjustments. For example, to give a beneficiary 
the advantage of tax-exempt income, thus preserving the conduit principle, 
tax-exempt interest is added to distributable net income. Capital gains 
are generally excluded from distributable net income except to the extent 


that they may be distributable to the beneficiary in the year. For simple 
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trusts, extraordinary dividends and taxable stock dividends are also ex- 
cluded if allocated bona fide by the trustee to the trust corpus. Deducti- 
ble expenses are deducted entirely from distributable net income, even 
though under trust law a part of the expense, for example, the trustee's 


fees for taking care of the principal, would be charged against the corpus. 


A distinction is made between simple trusts, in which all the income 
is currently distributable, and discretionary or complex trusts, in which 
there may be distributions of accumulated income and of the corpus of the 
trust as well. There are special statutory provisions to settle how much 
of the aggregate distributable net income should be attributed to each 
beneficiary where the distributions exceed distributable net income, and 


the trustee has discretion in the distribution l/. 


The system is known as the "tier” system, and it determines the priority 
on which aggregate distributable net income of the trust for the year is 
allocated against the actual distributions made under the trust instrument 
or trust law. The general principle is that distributable net income is 
allocated, first, to amounts which are considered income by the law of the 
trust, such as interest and dividends, and which are required to be dis- 
tributed currently, whether distributed or not, and are thus taxed to the 
beneficiaries as gross income (first tier). If these first-tier amounts 
are equal to or exceed the distributable net income for the year, then any 
other distributions will not be added to the beneficiaries' gross income, 
except where the throwback rule, discussed below, applies. If first-tier 
amounts are less than the distributable net income as defined, then second- 
tier amounts are required to be added to a beneficiary's gross income for 
the year up to the beneficiary's share of the distributable net income 
remaining after allocation to the first tier. Second-tier amounts are any 
amounts in excess of first-tier amounts which are "paid, credited or re- 
quired to be distributed" to the beneficiary, such as current income which 


the trustee has discretion to distribute or accumulate, accumulated income 
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and corpus other than specific bequests. Substantially separate and in- 
dependent shares of different beneficiaries in the trust are treated as 
separate trusts in determining distributable net income of the trust to 
prevent unfair allocations of distributable net income, as where one bene- 
ficiary receives distributions of part of the current income plus corpus, 


and the balance of current income is accumulated for another beneficiary. 


In addition, the Internal Revenue Code contains special provisions to 
prevent tax minimization by the accumulation of income in a trust when the 
tax rate of the trust is less than that of the beneficiaries, followed by 
the distribution of it in a subsequent year free of tax. The provisions 
apply only to complex trusts and not to estates under administration, In 
essence, where a distribution is made from income accumulated within the 
preceding five years, it is taxable to the beneficiary, But, if the beneficiary 
chooses (as he usually will), the tax payable on the accumulation distribution 
is determined as if the beneficiary had received it in the year it was received 
by the trust, The beneficiary is given credit against his tax liability 
for taxes which have been paid by the trust on this accumulated income, 
There are a number of exceptions to this "five-year throwback rule", for 


example, income accumulated until the beneficiary reaches el, 


The use of multiple trusts has given rise to an avoidance problem 
which is still being tested by litigation. Proposals made to Congress in 
1960 to solve the mltiple trust problem along the lines of section 63(2) 


of the Canadian Income Tax Act were not adopted. 


The United States has also found it necessary to prevent tax avoidance 
by the making of a gift to a trust in which the grantor retains some benefit 
or advantage. There is now a set of rules in the Internal Revenue Code and 
the Regulations which attributes the income of the trust to the grantor 


where any of the following situations applies: 


The grantor retains an interest in the income of the trust. 
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The corpus of the trust may revert to the grantor within 10 years. 


The grantor retains, or vests in a non-adverse party, the power to 


control the beneficial enjoyment of the trust. 


The grantor retains certain self-serving administrative powers over 


the trust. 
The grantor retains the power to revoke the trust. 


The trust income may be applied to pay premiums on insurance on the 


life of the grantor. 


The trust income is actually used to discharge a legal obligation 


of the grantor for support a 


REFERENCES 


The provisions, which are contained in sections 661 and 663 of the 
Internal Revenue Code, are quite complex and provide for the treatment 
of a variety of items. The description in the text must be taken as 


avery general summary. 


It should be noted that the discussion above deals only with income 
tax consequences. The results for estate and gift taxes may be dif- 


ferent. For an excellent discussion of these problems, see Federal 


Estate and Gift Taxes: A Proposal for Integration and for Correlation 


with the Income Tax, Washington: United States Government Printing 


Office, 1947. 
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APPENDIX C 
BUSINESS TRUSTS 


The business trust, which we refer to in Chapter 21 as a unit holders’ 
trust, is a form of organization that lies somewhere between the partnership 
and the corporation and has certain attributes of each. Legally it is a 
trust, but the very flexibility of the trust form permits it to = adapted 
to many situations and to imitate other types of organization. This form 
of organization was widely used in England wp to the passage of the early 
Companies Acts in the nineteenth century, and went under the name of a joint 
stock company, After 1880, it was infrequently used in England until it 
was ceded in 1930 as the modern unit trust, Today the unit trust is 


widely employed in many areas of British business, 


On this side of the Atlantic, the business trust found great favour in 
the United States, and especially in Massachusetts, in the early pert of 
this century. It was used at first primarily to avoid the stigma attached 
to corporations. Because of the widespread use made of it in Massachusetts 
as a medium for developing real estate, it has been called the "Massachusetts" 
trust. A good deal of jurisprudence exists in the United States on the 


legal incidents attaching to this form of organization. 


In Canada this type of arrangement has been bypassed in favour of the 
corporation. It is fair to say that, in general, it is unknown and untried 
except for use in investment trusts, oil and gas development and real 
estate, especially among small private groups. Recently the business trust 
has acquired some popularity as a method of avoiding the associated-corporation 


provisions of the Income Tax Act. 


In the United States, on the contrary, the business trust has been 
used to operate oil wells, gas stations, laundry businesses, mercantile 
agencies, distributing companies, real estate development projects, motion 


picture productions and a myriad of other businesses. 
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General Legal Incidents of Business Trusts 


Unlike a corporation, a trust as such does not have a separate legal 
personality. The general view of the nature of a trust is stated in the 
following excerpt from a Massachusetts case: 

"Speaking generally a trust is not a legal personality. With the 

exception later to be dealt with[a statute], it cannot be sued. It 

is represented by the trustee. He embodies it. He holds title. He 
deals with the property in which trust rights exist. 

"Contracts with regard to the rights and property affected by 

trusts are the contracts of the trustee. He, in person, is liable 

upon them. He is not acting as representative or agent of another. 

He is acting for himself, but with fiduciary obligations to others." / 

A business trust differs somewhat from an ordinary trust. It. may be 
said that the most basic, and indeed the essential, difference is that it 
has for its main purpose the conduct and carrying on of business. It is in 


this regard a very flexible kind of organization because it may be created 


for any purpose for which a contract may be made. 


A workable definition of a business trust has been stated in these 
terms: 
"It is a combination of capital vested in trustees who issue 
transferable certificates for shares and execute a declaration of 
trust designed to provide for the shareholders all the immunities of 
corporate shareholding." 2/ 
There is in this definition the same essential characteristics which are 


found in any trust, namely, a settlor, a trustee, a beneficiary and trust 


property. 


It has been said that a business trust lies somewhere between a 
partnership and a corporation and displays characteristics of each. But the 
prevailing attitude now in United States and British law is that the business 
trust is sui_generis, and that it is to be dealt with in law as a separate 


legal concept that is distinct from a partnership and a corporation. 


A tabulation of differences between the business trust and the corpo- 


ration will highlight some of the principal legal features of a business trust: 
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Corvoration 


Owes its existence to statute. 


Created by authority of the 
government by a charter, letters 
patent, or memorandum of associa- 
tion. 


Is a separate legal entity. 


Corporation shareholders exist as 
a body mutually bound by the 
corporate rules and with powers to 
collectively control the company. 


Shareholders have limited liabi- 
lity created by statute. 


Directors deal with corporate funds 
and property as agents. 


Directors are not personally 
liable for their acts on behalf of 
the company, with certain excep- 
tions created by statute or the 
corporate charter or by-laws. 


Business Trust 


Owes its existence to the law of 
equity. 


Created by agreement. 


Is not a legal entity. 


A trust estate consists simply of 
property without human elements. 
Equitable title to the estate is 
held by beneficiaries bearing no 
contractual relation, one with 
another. They may or may not have 
power to direct the trustee. 


Limited liability of a trustee may 
only be obtained through proper 
notice; to. creditors. 


Trustees deal with trust estate as 
fiduciaries subject to equitable 
obligation to account. 


A trustee is personally liable for 
his acts as trustee except as he 
may be relieved of liability by 
the trust instrument. 


Some of the tests for distinguishing between partnerships and business 


trusts which have been developed in the United States are stated below in 


summary form: 


1 


Sharing Profits. 


partnership. 


Mere sharing of profits is not a conclusive test of 


The courts will look to the provision for distribution 


of losses and other provisions of the trust instrument to determine 


whether the parties intended to become partners. 


Control Test. 


business is to be conducted and the 


of control over the affairs and property of the trust. 


The control test refers to the manner in which the 


repository of the ultimate power 


If, under the 


trust agreement, the trustees have complete title to the property with 


exclusive right to manage the business and affairs of the trust, free 
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from the control of the beneficial owners, the organization is treated 
as a business trust. If, on the other hand, the beneficial owners 
exercise or have power to exercise control, the organization is treated 


as a partnership. 


The courts have said that they look to the trust instrument to determine 
whether control exists. In other words, a de facto test is not applied. The 
control must be found within the four corners of the trust instrument. It 
is interesting to note some powers which have been retained without creating 
a partnership. For example, it has been held that the power to pty: or 
terminate a trust, but only with the consent of the beneficiaries, does not 
convert the organization to a partnership. It has also been said that where 
trustees have complete freedom of judgment, the bare power of the beneficiaries 
to remove them does not create a partnership. On the other hand, the power 
to amend the trust, remove trustees, appoint other trustees, fill vacancies, 
terminate the trust, hold regular meetings, and amend by-laws and regulations 
have been held to be sufficient control by beneficiaries to create a partner- 


ship. 


The control test may be likened to the right of the beneficiary of a 
personal trust to call for the termination of the trust, in which case the 
trust property would be regarded as belonging to him in equity. This would 
be the case when the beneficiary was of full legal competence and the 
trustee had no powers of management or discretion. In these circumstances, 
the court would, on application, terminate the trust and direct the property 


to be transferred to the beneficiary. 
The Use of Business Trusts 


It may be asked why taxpayers would use a business trust when in- 
corporation was available. There are a number of advantages which may be 
derived from the use of business trusts. These advantages can be summarized 


conveniently as follows: 
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4 aA Minimal regulation by government and freedom from corporate taxation, 
Laws relating to security issues, the doctrine of ultra vires, complicated 
and involved accounting procedures, annual reporting, and business regis- 


tration frequently do not apply to a business trust. 


2. Freedom of members from personal liability such as is imposed on 
partners. In the United States, it has been held that this freedom 
from liability depends primarily on the degree of control which the 


beneficiaries may exercise over the trustees. 


os Continuity of existence in that the trust does not dissolve as does a 
partnership upon the transfer of a share or upon the death, insanity, or 


bankruptcy of a member. 
4, Lower costs of organization. 


On the other hand, certain disadvantages attach to the business trust 


and may be summarized as follows: 


‘a Possible liability of the beneficiaries for the debts and torts of 
the trust. As already noted, this liability may depend in large 
measure on the degree of control which the beneficiaries exercise 


over the trustees. 


oe Uncertainty of the legal rights and liabilities created by a business 
trust. In Canada, there is virtually no law dealing specifically 
with this type of organization, so that many questions involving the 
rights, duties, liabilities, or immmities of the trustees, the bene- 


ficiaries and third parties are unanswered. 


Why has the business trust form of organization not found the same 
favour in Canada as it has in other countries? Possibly this is because of 
a preoccupation with the notion of "incorporation", the relative ease of 
incorporation, and the lack of any specific impetus to the use of trusts such 


as led to the development of the Massachusetts trust. Whatever the reasons 
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may be, it is clear that in Canada the law is not well developed in this 
area. There are, of course, general principles of trust law which have been 
worked out and accepted for many years. The development of new concepts 
related specifically to business trusts would probably require Canadian 


courts to draw on English and United States experience. 


It would appear probable that the business trust will not become a major 
form of organization in Canada. Nevertheless, because of its flexibility of 
form, if any suostantial tax advantage was available to business trusts, 
many enterprises now operated by partnerships and corporations could be 


carried on by business trusts. 
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A MAJOR WEAKNESS OF THE PRESENT SYSTEM 
OF TAXING CORPORATIONS—"SURPLUS -STRIPPING" 

Under the present method of taxing corporate source income in Canada, 
with certain exceptions, no personal tax is levied on such income until it 
is distributed, or deemed to be distributed, to resident individual share- 
holders or to non-residents. However, the undistributed corporate income 
carries with it a potential liability to personal tax at such time as it 
may be distributed. In widely held corporations it is relatively easy for 
shareholders to realize a tax-free benefit of at least some proportion of 
the undistributed income by the simple expedient of selling shares. The 
sale of shares also transfers to the purchaser the potential liability to 
personal tax associated with the undistributed income, but the significance 


of this liability is usually discounted because the tax can be deferred. 


The prices at which shares of widely held corporations sell in the 
open market are determined by the interaction of many factors and of many 
buyers and sellers. The value of the underlying assets representing the 
undistributed income and the potential tax liability associated with that 
undistributed income are only two of the factors, and they, in many in- 
stances, will be outweighed by other factors as determinants of price. 

The potential tax liability associated with the undistributed income will 
vary as between buyers and sellers. At the extremes, one of the parties to 
the transaction might have a marginal tax rate of 80 per cent, or 60 per 
cent after allowing for the dividend tax credit, whereas the other might 
not be subject to tax on receipt of a dividend. In normal situations it 
must be assumed that the market price does not reflect the relative tax posi- 
tions of individual purchasers and sellers but rather some composite effect. 
It is apparent, however, that where a distribution of corporate income was 
to be made, a shareholder who was subject to a very low rate of tax, or 

one who was not subject to any tax on receipt of Canadian dividend income , 
would retain more of the dividend after tax than a shareholder who was 


subject to high rates of tax. If, prior to the distribution of any substantial 
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amount of corporate income, the latter shareholder sold his shares at a 
price which reflected most of the undistributed corporate income, he would 
benefit to the extent of most of the personal income tax he might otherwise 
have paid cee If the purchaser was not subject to tax on receipt of Canadian 
dividend income, he would also benefit to the extent that the amount of the 
distribution was not fully reflected in the purchase price. Such complete 
mutuality of interest between purchaser and seller, combined with a sub- 
stantial distribution of corporate income, is rare in the case of widely 
held corporations but, where it does arise, 2/ both purchaser and seller 
gain by the type of sale previously described, and the potential tax lia- 
bility on distribution substantially or completely disappears. It is easy 
to imagine that the shareholders of a closely held corporation, heavy with 
undistributed income and facing liquidation, would have every incentive to 
seek a purchaser who could receive the corporation's liquidating distri- 
bution free of tax. A sale could then be arranged at a mutually profitable 
price, the shared profit being realized from the reduction in the tax lia- 
bility that would have arisen had the distribution been made to the selling 


shareholders. 


Where a substantial corporate distribution is known to be imminent 
and a shareholder has no good reason to retain his interest in the company, 
it is normal that he should wish to sell his shares to another party whose 
tax circumstances are such that a mutual benefit can result. Where this is 
done for the purpose of reducing the tax liability, the action taken may be 


regarded as tax avoidance. 


It was inevitable that some shareholders would seek to achieve the 
same tax saving while retaining control of the corporation, or retaining 
control of the business carried on by the corporation. In effect, they 
sought to arrange a tax-free distribution from a continuing business which, 
if made in the normal manner, would have been a taxable dividend. To this 


end, various schemes were contrived or arrangements entered into in such 4 
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way that the shareholders would receive in non-taxable form what were in 


effect distributions of income Ae 


These tax avoidance practices became known as "surplus-strippine”. 
This term is not capable of precise definition, and the dividing line be- 
tween surplus-stripping and sophisticated tax planning is a very narrow one. 
In January 1963, the Minister of National Revenue stated: 

"There is no specific definition of the term 'surplus strips’. 

It is frequently used to refer to any procedures that have been 

followed for the purpose of transferring surpluses from corpo- 

rations to their shareholders with a minimum of tax payment." y/ 
Obviously, this very general description could be interpreted to include 
procedures which were provided for in the Income Tax Act and which would 
not be considered surplus-stripping by either the taxpayer or the Department 
of National Revenue, for example, the use of an election under section 105. 
In the bulk of surplus-stripping schemes, sales or redemptions of shares 
are made in such a way that some part of the non-taxable proceeds is, in 
essence, a disguised dividend. The definitional difficulty is in dis- 
tinguishing a normal sale from a sale which is part of a contrived scheme, 
particularly as the schemes assume a multiplicity of forms depending on 
circumstances peculiar to the corporation and its shareholders. It is not 
necessary to describe the many methods by which undistributed income could 
be Reerciahe a with minimal or no tax cost, for they have been the subject of 


many articles and speeches over the past few years. 


Tax avoidance of this nature is not peculiar to the Canadian tax system 
but is common to all tax systems that do not tax capital gains, or tax them 
at low rates, and that impose a tax on corporate distributions which is 
payable at the time of distribution. The succeeding sections of this 
appendix review the history of the Canadian anti-avoidance legislation, and 
the anti-avoidance legislation adopted by some other countries faced with 


the same problem. 
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CANADIAN LEGISLATION TO PREVENT SURPLUS-STRIPPING 


Because Canadian income tax legislation was completely redrafted with 
effect from January 1, 1949, it is convenient to review surplus-stripping 


legislation prior to that date separately from that in effect subsequently. 
Pre-1949 Legislation 


By 1924, the intention that corporate income should be subject to per- 
sonal tax on ultimate distribution had been clearly established. The ex- 
emption from income tax of intercorporate dividends which was introduced 
in 1926 would, in the absence of preventive legislation, have provided an 
easy means whereby the corporate assets representing its undistributed 
income could have been made available to the shareholders tax free. In its 
Simplest form, this result could have been achieved by selling all the 
shares of the corporation with undistributed income to a second corporation 
owned by the same shareholders for a price that included the vaiue of the 
underlying assets representing the undistributed income. Cash, or other 
liquid assets, could have been transferred from the first to the second 
corporation as a tax-exempt intercorporate dividend and then paid to the 
original shareholders in partial satisfaction of the liability to them in 
respect of the purchase price of the shares in the original corporation. 

To prevent this, the 1926 legislation provided that shareholders selling 
shares in those circumstances would be taxable on the intercorporate divi- 
dend as if it had been received by them. In the same year, further anti- 
avoidance legislation relating to corporate distributions was enacted to 
prevent the distribution of capital without first distributing, or at least 
paying tax on, undistributed income, and to deem that certain transactions 
should result in dividends to the extent of the corporation's undistributed 
income. Such transactions included certain advances or loans to share- 
holders, the payment of a premium on redemption of shares and the declara- 


tion of stock dividends. 
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By 1936, it was found necessary to strengthen still further that part 
of the 1926 lerislation that was designed to prevent tax avoidance by the 
sale of shares and the utilization of tax-free intercorporate dividends, 
but this aiso proved to be inadequate. The struggle to prevent the tax-free 
extraction of undistributed income in the pre-1949 neriod euiienated in the 
enactment in 1955 of section 352A of the Income War Tax Act. Section DJeA 
vested in the Treasury Board the power to direct the tax consequences of 
transactions in those cases where it was felt that the main purpose of the 
transaction was the reduction or avoidance of taxes. As finally amended, 
it contained one subsection couched in such general terms as to apply to any 
tax-motivated transaction and this provision, in somewhat modified form, 
continues in the present Act as section 138. The powers conferred by it 
were never exercised after 1949 and it came to ve regarded oy sophisticated 
taxpayers and their advisers as something of a “paper tiger". ‘Two of the 
subsections of section 32A that were added in 1943 and were more specifically 
directed at surplus-stripping were not carried forward into the new Act. 

One of those subsections was aimed at a specific set of circumstances but 
the other, couched in broad terms, was directed at payments or benefits 
received directly or indirectly from a corporation having undistributed 
income on hand. Although section 32A gave sweeping powers to the Treasury 
Board it also contained a provision to the effect that, on appeal from an 
assessment made pursuant to these powers, the Exchequer Court of Canada had 
Jurisdiction to determine whether the main purpose of the transactions was 


tax avoidance. 
Post-1943 Legislation 


The introduction of the Income Tax Act in 1945 resulted in major chanres 
in tax legislation, including the elimination of most ministerial discretion. 
Those subsections of section 32A directed specifically at surplus-stripping 
and certain other sections dealing with that subject were withdrawn and 


Subsequently replaced by the new concept of "designated surplus". In general 
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terms, the new legislation provided that where one corporation acquired 
control of another at a time when the acquired corporation had undistributed 
income on hand, such undistributed income would become "designated surplus", 
and that dividends paid out of this surplus would not be exempt from tax in 
the hands of the controlling corporation. The prohibitive tax that would 
ordinarily result from applying normal corporation tax rates to such a 
dividend indicates that the legislation was intended to prevent avoidance 


rather than raise revenue. 


As taxpayers sought and found means to circumvent these provisions, 
the periodic introduction of amendments directed at specific schemes was 
resumed. In 1955, legislation was introduced to deal with the situation 
where the dividend paid from designated surplus was received by @ non- 
resident corporation, by exempt persons or by traders or dealers in secu- 
rities Sees Because, in most cases, those recipients of a dividend paid 
from designated surplus would pay little or no tax thereon, the legislation 
imposed a special tax on the paying corporation. The rate of tax is nomi- 
nally 20 per cent in the case of a dividend paid by a corporation controlled 
py a dealer in securities and 15 per cent in the case of the other described 
persons, but because the tax payable reduces the paying corporation's undis- 
tributed income, the effective rates of tax on the amount of designated surplus 
can be reduced to 16.56 per cent and 13.05 per cent respectively. ‘The 
enactment in 1958 of a provision to deal with statutory amalgamations 6/ 
opened another major break in the already vulnerable wall of legislation 
constructed to prevent surplus-stripping. In 1959, further legislation was 
enacted to buttress the designated surplus concept where a statutory amal- 
gamation has taken place Wak In general terms, it imposed a flat rate of 
tax, in this case 20 per cent, on the amount of undistributed income of 
the predecessor corporations which was not represented by net assets of the 
new corporation formed as a consequence of the amalgamation. This legis- 
lation was amended in 1960, but has continued to be relatively ineffective, 


mainly because of deficiencies in the provisions. 
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In addition to those more obvious weaknesses, the definition of 
designated surplus was in itself susceptible of circumvention. Without 
entering into a detailed technical discussion, it can be said that two of 
the vulnerable points concerned the definition of control and the definition 
of the amount of undistributed income that was to be "designated", Given 
the existing flexibility of corporate and intercorporate organization and 
reorganization, it appeared possible to avoid the intent of the legislation 
by intelligent planning, or, failing that, by subsequent reorganization of 
capital structures or intercorporate relationships. The efficacy of this 
legislation may be judged from the fact that the practice of surplus- 


Stripping became widespread. 


The legislative response to this obvious avoidance of the intent of 
the statute came in 1963 with the introduction of section 138A. The major 
portion of this section is addressed to the problem of surplus-stripping 
and, in general terms, it provides that where an amount has been received 
by a taxpayer as consideration for the sale or other disposition of shares, 
or in consequence of a corporation having redeemed, acquired, reduced, or 
converted its capital stock, or as exempt income, the Minister can direct 
that all or part of the amount be included in the taxpayer's income if, in 
his opinion, it was received as part of a surplus-stripping scheme. As a 
safesuard, the section allows the taxpayer to take an appeal against the 
direction to the Tax Appeal Board or the Exchequer Court. The tribunal 
may confirm or vary the direction, or, if it determines that none of the 
purposes of the transaction or series of transactions was to strip surplus, 


it may vacate the direction. 


There is a striking similarity in the history of the legislation to 
prevent surplus-stripping in the two periods. In each case, attempts were 
made originally to enact legislation that detailed the then known methods 
of surplus-stripping and detailed the tax consequences of using the parti- 


cular method. In each case, the attempts failed and the subsequent amendments 
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to extend or strengthen the legislation were equally unsuccessful, until, 
ultimately, resort was had to discretionary lepislation. In the pre-194.9 
period the discretionary power was vested in the Treasury Board, whereas 
in the subsequent period it was vested in the Minister of National Revenue. 
In each case the taxpayer was given protection in that the courts were given 
jurisdiction to review the exercise of the discretionary power. 

The Effects of Canadian Legislation 

to Prevent Surplus-Stripping 

Section 138A(1). The enactment of section 158A(1), granting certain dis- 
cretionary power to the Minister of National Revenue to deal with this 
particular form of tax avoidance, has undoubtedly inhibited the practice 
to a very substantial degree and may have halted it completely. Insuf- 
ficient time has elapsed to establish whether taxpayer ingenuity will find 
a means of surmounting this most recent and formidable barrier against the 
tax-free extraction of undistributed corporate income, but, if past history 
is any guide, attempts will probably be made. The efficacy of this legis- 
lation is primarily dependent on whether the conditions precedent to the 
exercise of ministerial discretion are sufficiently broadly drawn to cover 
all possible surplus-stripping schemes. This we have reason to doubt, but 
where an omission is discovered or anticipated, prompt legislative action 
to bring it within the scope of the section should be adequate to restore 
its potency. To a considerable extent, the efficacy of this legislation 
will also depend on how assiduously the Minister makes use of this section 
and on the breadth of interpretation given to its provisions by the courts 


when taxpayer appeals are made from directions by the Minister. 


Section 138A(1) reflects Parliament's decision that, at least as a 
temporary measure pending a better solution, it will not attempt to specify 
precisely all the transactions which are subject to tax ina very 
broad area but instead will empower the Minister to do so. Basically, the 


Minister is empowered to collect tax which he believes has been avoided 
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through technicalities. Uncertainty must exist, therefore, until the 
Minister decides and issues an assessment, which he can do until a day 
four years after the date of issue of the original assessment for the year 
in which the taxpayer received "an amount” considered taxable under this 
section. Such decisions can be extremely difficult, because the Minister 
ordinarily cannot see beyond the currently completed or proposed trans- 
actions. In cases where the intentions of taxpayers as to future trans- 
actions are obscure, the Minister quite naturally might be reluctant to 
give an advance ruling, simply because he is unable to determine the real 


purposes of: the transactions. 


Section 138A(1) stipulates that certain factual conditions must exist 
before the Minister can use his discretion. A taxpayer must have received 
"an amount", which has a wide meaning under the Act, as consideration 
arising out of, or in consequence of, specified transactions. If an amount 
of this kind has been received, the Minister can add all or part of the 
amount to the taxpayer's income if he believes that one of the purposes of 
the transaction or transactions was surplus-stripping. The section could 
operate to tax persons who had no thought of carrying out a surplus- 
stripping operation, 8/ and could apply to transactions not normally 
visualized as surplus-stripping. Plainly, the scope of the section cannot 
be determined with certainty from its wording and there is no provision in 
the present law to require the Department to give an advance ruling 9/. 
However, officials of the Department have indicated that the section will 
not be applied to transactions where all the undistributed income extracted 
or capable of being extracted from the corporation is subjected to tax 
under section 105 or under some other provision. It is also understood 
that the Department will give non-binding opinions favourable to the tax- 
payer in cases where there is a transaction at arm's length and the 
Department is satisfied that the transaction is bona fide and that none of 
its purposes is surplus-stripping. In most other cases the Department has 


been unwilling to give a favourable ruling. 
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Taxpayers and practitioners have expressed sreat concern over this 
extension of ministerial discretion and the uncertainty that accompanies 
it. The legislation has had an inhibiting effect on many transactions which 
have not generally been regarded as surplus-stripping. It must be considered, 
for example, in every case in which a corporation purchases a substantial 
interest in the shares of another corporation. In such a case, the vendor 
of the shares may be subject to the risk of taxation by reason of some 
action subseauently taken by the purchaser over which he has no control. 
Thus, uncertainty as to the tax consequences of a transaction arises from 
lack of knowledge of both what practices will be regarded as surplus- 


stripping and what course of conduct another party may pursue. 


Further uncertainty exists because, even if section 138A(1) is applied, 
the taxpayer has no assurance that some other section of the Act will not 
be subsequently applied to tax the same undistributed income. This could 
be the case when it is eventually distributed. That no attempt was made by 
Parliament to integrate the provisions of section 138A(1) with the remainder 


of the Act reflects the temporary stop-gap nature of the measure. 


Although section 138A(1) was enacted as the ultimate weapon, the other 
legislation directed at surplus-stripping is still in force and certain of 
its effects will be considered in the ensuing paragraphs under separate 


captions. 


The Choice of Multiple Tax Rates on Withdrawal of Undistributed Income. Ags 
we have stated, as early as 1924 it was intended to tax corporate income 

at personal rates on ultimate distribution. Certain provisions of section 
105 have substantially diminished the progressiveness of the tax levied on 
the distribution of corporate income. A consequence of certain of the anti- 
avoidance provisions previously discussed is that they have provided means 
of withdrawing corporate income on payment by the corporation of a variety 
of flat rates of tax. To some shareholders, although not all, see rates 


are substantially less than would be paid if normal dividends were distributed 
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and are more attractive than even the effective rates obtainable through 


the use of those provisions of section 105 dealing with post-1949 corporate 


income. Table D-1 illustrates the comparative tax costs of extracting corpo- 


rate income by certain specified methods 10/. 


TABLE D-1 


THE COMPARATIVE TAX COST OF WITHDRAWING CORPORATE 
INCOME NET OF NORMAL CORPORATION INCOME TAX 
(all figures in percentages ) 


Tax Cost on Marginal Dollar 
section 105 b Section 105B Section 105C 


Shareholder's Dealer Tax- 
Marginal Cash in Exempt 
Tax Rate Dividend Securities Persons Amalgamations c/ 
i) (2) (3) (4) 6 
0 s is 16.66 13.05 20 
20 - T5 16.66 14405 20 
ho 20 Lf 05 16.66 LacD5 20 
60 ho ind 16.66 13.05 20 
80 60 STa5 16.66 13.05 20 


In addition to the tax cost, certain transaction costs would be in- 
curred in the procedures contemplated under columns 3, 4, 5 and 6. 
However, where any substantial amount of undistributed income is con- 
cerned, the only such costs which would be a material factor would 

be the profit allowed to the dealer in securities or to the tax-exempt 
person in the cases of columns } and 5 respectively. 


One half of the distribution is taxed as a cash dividend and the other 
half at 15 per cent. 


This tax would not ordinarily be applicable to the amount distributed, 
but rather to the amount by which undistributed income ceased to be 
represented by tangible net assets. See also the following section 
for a description of an anomaly resulting from the provisions of 
section 105C. 


It is an interesting commentary on sections 105B and 105C, which presumably 


were enacted to thwart tax avoidance, that their use is beneficial to cer- 


tain taxpayers, and that the comparatively low flat-rate tax resulting from 


their application has come to be used by certain taxpayers as an argument, 
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pased on both "equity" and acceptability to the government, in support of 
proposals that dividend income should be excluded from the personal pro- 


gressive tax rate structure and subjected to a modest flat rate of tax. 


Designated Surplus. As we have seen, the designated surplus concept proved 
to be an unsuccessful means of preventing surplus-stripping although it may 
well have prevented certain taxpayers from enzaging in the practice. Un- 
fortunately, its provisions can also ensnare taxpayers who have no intention 
of surplus-stripping and whose lack of such an intention is, in some cases, 
apparent from the nature of the transaction. Where one corporation acquires 
all or substantially all of the shares of another corporation, either widely 
or closely held, by the issuance of its own common shares can it beloutd 
that this is part of a surplus-stripping operation? It is true that if the 
acquired corporation is closely held and the acquiring corporation is widely 
held and its shares actively traded, the previous shareholders of the acquired 
corporation now own a liquid asset and can in effect realize some portion of 
the acquired corporation's undistributed income in the same manner as any 
other shareholder of a widely held corporation. But is this surplus -stripping? 
The combined undistributed income remains intact, is represented by 

the same assets, and if distributed will be subject to taxation. It may 
well be advantageous for the operations of the two corporations to be 
merged, but the subsidiary cannot be liquidated into the parent without 
substantial tax cost. As a consequence, many such subsidiary corporations 
exist as shells only. Their operations and assets have been taken over, 

by somewhat artificial means, by the parent, and the only reason for their 
continued existence, until such time as the designated surplus is completely 
eroded, 11/ is to preserve the legal fiction that no distribution of the 
designated surplus has been made to the parent corporation. In this and 
other situations, the somewhat indirect approach ley of the designated 
surplus concept has interfered with normal and very often desirable corpo- 
rate reorganization while at the same time failing in its principal pur- 


pose. 
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It has been sussested that the designated surplus concept puts non- 
resident corporations in an advantaseous position as compared with resident 
corporations when competing for the acquisition of a Canadian corporation 
which has a substantial surplus. In the event that the acquired corporation 
was to continue its operation in its present form and not to make distri- 
butions in excess of current earnings, the complaint would not be valid 
because no immediate tax on the surplus would be incurred by either party. 
However, in the event that the acquired corporation was to be wound up, the 
tax cost could be 26.1 per cent of the surplus for the non-resident corpo- 
ration, ey d and 50 per cent of the surplus for the resident corporation 1b/. 
But it is not likely that the resident corporation would submit to the 50 
per cent tax. Instead, one of the other methods of distribution for which 
provision is made in the Act would probably be used so that the tax cost 
would be less than that of the non-resident corporation. 

Anomalies Resulting from Canadian Legislation 
to Prevent Surplus-Stripping 

Although a number of those sections of the Income Tax Act that are 
directed at preventing the tax-free extraction of corporate income result 
in anomalies, we believe that only two of the anomalies are sufficiently 


Significant to warrant mention in this appendix. 


It has been stated earlier that the immunity from tax granted to 
intercorporate dividends is withdrawn where the dividend is deemed to be 
paid from designated surplus. A dividend is not deemed to be paid from 
designated surplus if the "control period earnings" 15/ are such that the 
dividend could have been paid from them. The rules for computing control 
period earnings make no provision for the deduction of provincial income 
taxes paid, charitable donations made or losses sustained after control 
was acquired. As a result, the aggregate intercorporate dividends that 
may flow tax-free can exceed the aggregate net after-tax earnings of the 


controlled corporation subsequent to control having been acquired with a 
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consequent erosion of designated surplus. As the share of the corporation 
income tax going to the provinces has increased, the omission of any pro- 
vision for deducting provincial income taxes from control period earninss 


has become more significant. 


Tae second anomaly concerns the computation of the base for the tax 
imposed by section 105C on any amount of undistributed income deemed to be 
distributed as a result of the amalgamation of corporations. The general 
policy followed in the Act is that distributions to shareholders are deemed 
to be made first from undistributed income, and only when that is exhausted 
is it possible to make tax-free distributions from capital gains or by way 
of return of capital. Under the provisions of section 105C it is possible 
to distribute assets of the newly created amalgamated corporation without 
incurring tax, thereby achieving the effective tax-free distribution of 
capital gains and the repayment of capital prior to the distribution of 


undistributed income. 
FOREIGN LEGISLATION RELATING TO "SURPLUS-STRIPPING" 


A review of the legislation of certain selected foreign countries whose 
tax systems permit a similar suspension of income within the corporate form 


indieates a variety of approaches to the problem. 


France, Germany and The Netherlands impose special taxes on gains on 
disposal of shares in corporations in which the taxpayer owns a substantial 
interest. Generally speaking, ownership of a substantial interest is con- 
sidered to exist where the taxpayer and certain close relatives own an 
ageregate of at least 25 per cent of the corporate share capital. This 
type of legislation reflects the ability of shareholders owning substantial 
interests in closely held corporations to influence distribution policies 
to the shareholders' tax advantage. Other countries have approached this 
particular aspect by enacting legislation that seeks to prevent “unreason- 


able" accumulations of corporate income. In some countries this result is 
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soucht by levying an almost confiscatory tax on the amount unreasonably 

retained in order to force distribution, and in others the amount unreason- 
ably retained is imputed to the shareholders. Depending on the country, the 
reasonableness of the retention may be determined by formula, by the courts, 


or at the discretion of the taxing authorities. 


Although the lezislation of most countries contains provisions to pre- 
vent the tax-free extraction of undistributed corporate income by the more 
obvious methods , our interest was centred on those parts of the lecislation 
that might prevent the more complex type of avoidance we have described as 
surplus-stripping. Because it would not be fruitful to examine anti-avoidance 
legislation in isolation from the lesal and judicial system within which it 
operates, we concentrated on those countries with legal traditions somewhat 


Similar to those in Canada, 


The United Kingdom attemoted at various times to prevent surplus- 
stripping by enacting legislation describinz specific circumstances in which 
what otherwise would be a capital gain would be treated as income. This 
legislation had similarities with that in Canada, for it was directed at 
Sales to security dealers and exempt persons amonz others. As in Canada, 
this detailed legislative approach proved to be unsuccessful. In 1960, 
legislation was introduced aimed at securities transactions specifically, 
but it was couched in reasonably general terms rather than spelied out in 
an attempt to cover all the specific situations in which it would apply. 
This lecislation gave discretionary power to the Revenue to nullify any 
tax advantage obtained as a result of the transactions. It was apparently 
with considerable reluctance that Parliament accepted the view that such a 
provision was necessary to deal effectively with tax avoidance in this area. 
A number of safecuards were enacted including granting the taxpayer the 
right to obtain from the Revenue, within specified time limits, notification 
as to their view of the taxability of either proposed or completed trans- 
actions. Assessments made under this legislation were subject to appeal to 


the Special Commissioners and to a special tribunal set up for this purpose. 
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In Australia, the so-called “annihilating provision" 16/ has been con- 
tained in income tax legislation since 1915, but it was considered to have 
few teeth until the Commissioner won a resounding success in the Newton 
case ifs After this case, a vigorous campaign utilizing this section was 
launched by the taxing authorities against arrangements that were considered 
to be substantially motivated by the opportunity of tax avoidance, and a 
number of lower court judgments favourable to the Crown resulted. However, 
it may be some time before it is finally determined how effective section 
260 is as a means to halt surplus-stripping. As was stated in the judgment 
in the Newton case, if "...the transactions are capable of explanation by 
reference to ordinary business or family dealing, without necessarily being 
labelled as a means to avoid tax, then the arrangement does not come within 


the section". 


In the United States, in contra-distinction to Canada and the United 
Kingdom, the anti-avoidance legislation has been buttressed by a sympathetic 
judicial response to the tax avoidance problem. A number of doctrines have 
emerged to supplement the intention of the legislature. These take into 
account such factors as the business purpose of a transaction, whether a 
distribution is substantially equivalent to a dividend, continuity of a 
proprietary interest, and compliance with the basic purposes rather than 
merely the form of the statute. In the United States, capital gains are 
taxable at special rates so that the amount of tax sought to be avoided is 
the difference between tax at progressive rates and a lower tax on capital 
gains, whereas in Canada it is the difference between tax at progressive 


rates and no tax. 


Germany and South Africa have general anti-avoidance provisions not 
specifically directed at surplus-stripping. In Sweden, the intercorporate 
dividend exemption is denied to closely held corporations where the receiving 
corporation has failed to pay dividends to iy reasonable degree; the denial 


is at the discretion of the National Tax Board. 
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CONCLUSIONS 


Although it is nct possible to determine the amounts of tax being 


avoided by surplus-stripping practices in Canada, this is not the prime 


consideration. 


timued existence of widespread avoidance in 


tax system into such disrepute as to undermine the 


assessment and voluntary compliance which form the 


operates. 


Given the present 


Of comsiderable importance is the probability that the con- 


this area will bring the entire 
Principles of self- 


Foundation on which it 


flexibility of corporate organization and reorganiza- 


tion; given a tax system which permits the retention, within the corporate 


framework, of income potentially taxable on distribution; given the appli- 


cation of progressive personal tax rates to 


corporate distributions and the 


absence of tax om capital gains; siven the traditional Canadian judicial 


approach to the interpretation of taxing statutes, it would probably be 


impossible to devise effective anti-avoidance legislation by particularizing 


im the statutes all types of transactions and their tax consequences. 
legislation would require the powers of a clairvoyant to 


spell out, all possible combinations and permutations of 


transactions which should result in the 


>> t _—s 
2 yme: 
~~ 


Such 
foresee, let alone 
circumstances and 


of tax. This type of 


~- 


approach, while reducing the extent of surplus-stripping, is likely to trap 
the innocent, to interfere with economically desirable corporate reorganiza- 


tions and to provide to the 


should be avoided. 


Justification for detailed particularization 


and its associated complexity is that it provides some degree of certainty 
amd denies to the tax administrators the power to make arbitrary assessments. 


It seems clear that the anti-avoidance 


and 1965, when section 


test of success tha 


legislation enacted between 1949 


departed from the nrinciple of 


personal progressive taxation of all income, and that it failed to pass the 


might have justified such a deviation. 
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Failing a basic change in the method of taxing income derived through 
the corporate form, some form of anti-avoidance legislation similar to that 
contained in the present section 138A(1) will be necessary, but it will have 
to be supplemented by procedures to provide speedy advance rulings to tax- 
payers contemplating transactions that might fall within its ambit. Such 
rulings should be binding on the Revenue provided full disclosure of all 
material facts was made by the taxpayer. It would also have to be supple- 
mented by procedures to provide taxpayers with a speedy and final deter- 
mination of tax liability where a transaction that might fall within the 


terms of the section had been consummated. 


The only real answer to the problem of surplus-stripping is a oe 
change in the approach to the taxation of corporate source income. Only by 
eliminating the anomalies and inconsistencies inherent in the present system 
will it be possible to achieve freedom of action and flexibility in the 
carrying out of corporate transactions and reorganizations while not leaving 
room for widespread tax avoidance. The best way of accomplishing these ends 
would be to adopt the proposal for integration as recommended in Chapter 19, 
along with the taxation of capital gains at full rates as recommended in 


Chapter 15. 
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REFERENCES 


The gain made on a sale of shares is, generally speaking, a non-taxable 


"capital" gain. 


Occasionally, when the raison d'étre of a widely held corporation has 
disappeared, it becomes public knowledge that it will be wound up and 
the directors indicate the date and amount of the liquidation distri- 
bution and how much of it represents undistributed corporate income. 

Because such an investment then becomes relatively more attractive to 
exempt organizations than to taxable shareholders, the market price 

should adjust to the point where it is mutually advantageous for many 


taxable shareholders to sell and for exempt organizations to buy. 


Because many of these schemes are unmanageable, and probably unneces- 
sary, for widely held corporations, the practice is, as a general rule, 


confined to closely held corporations. 

House of Commons Debates, January 28, 1963, p. 3150. 
Income Tax Act, section 1O5B. 

Income Tax Act, section 851. 

we Tax Act, section 1O5C. 


This can happen because the vendors of the shares may have no control 


Over what the purchasers do with the corporation. 


The following statement by the Minister of National Revenue was 
made on the matter: 


"For the proper exercise of discretion it is necessary for 

the minister to know all the circumstances surrounding the 

transaction or series of transactions, and this can only be 
known after the facts have been determined and each trans- 

action has been completed. It will be recognized that the 

minister cannot exercise his discretion in advance or even 
finad[sic] himself to exercise his discretion in a certain 

way in advance of the event. On the other hand, the 
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officials of the taxation division are prepared, within limits, 
to discuss informally proposed transactions with taxpayers 

and their lawyers and accountants, but conclusions cannot be 
reached which will be binding on either the minister or the 
taxpayer.” 


House of Commons Debates, November 8, 1963, p. 4556. 


Because the normal corporation tax payable on a dividend paid out of 

"designated survlus" is usually prohibitive, and because the provisions 
of section 105A, which sets out the tax consequences of redeeming shares 
at a premium, were infrequently used, neither of these methods has been 


illustrated. 
For expansion of this comment see the section immediately following. 


The approach is indirect in that it levies a tax, at least potentially, 
on the purchaser of the shares in an attempt to reach the seller and 


presumed recipient of the benefit of the undistributed income. 


Based on tax under section 105B at 15 per cent, and ordinary non- 


resident withholding tax of 15 per cent on the balance. 


This assumes that all the dividend received would be taxed at the 


higher corporation tax rate of 50 per cent. 


In very general terms, the undistributed income accumulated since 


control of the corporation was acquired. 


Section 260 of the Income Tax and Social Services Contribution Assess- 
ment Act. This is a general anti-avoidance section not specifically 


directed at surplus-stripping. 


Newton and Others v. Commissioner of Taxation of the Commonwealth of 


Australia [1958] A.C. 450. 
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APPENDIX E 


INCIDENCE OF TAXATION ON INDIVIDUAL SHAREHOLDERS UNDER THE 
PRESENT SYSTEM OF TAXING CORPORATE SOURCE INCOME 
A common complaint about the present system of taxing corporate source 
income is that it results in the double taxation of corporate distributions. 
While the present dividend tax credit provides some rerier, Yt is argued 
that the relief is inadequate and has inequitable application among share- 


holders. 


Double taxation is nearly always criticized as being unjust and dis- 
criminatory, with the implication that it is to the shareholder's disad- 
vantage in all circumstances. If it is accepted that the income of a corpo- 
ration is the income of its individual shareholders whether or not distri- 
buted to them, then the portion distributed will form the base for two 
levies of tax, one levy on the corporation by means of corporation income 
tax and another levy on shareholders when they receive dividends. The 
existence of these two levies appears to be responsible for the objections 
concerning double taxation. However, an examination of the effects of these 
taxes is necessary before it can be conceded that double taxation is quite 
@S Opprobrious as is sometimes asserted. To determine the effects, calcu- 
lations were made of double taxation under a variety of corporate and 
shareholder circumstances on the assumptions that it is the same income 
that 7 being taxed twice, 1/ and that shareholders bear all the corporation 
income tax. The problem of the incidence of the corporation income tax is 
discussed at length in the Report, but for this particular purpose it is 


assumed that it is borne by the shareholders. 


It is evident that the term "double taxation" is not at all precise 


in describing the actual tax situation. For example, it does not adequately 


describe the extreme inequity that arises where corporate income is sub- 


jected to a 50 per cent corporation income tax and the shareholder is a low 


income individual not liable for tax. More precise and less emotional terms 
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suggested by an authority in assessing this problem are "relative under - 
taxation" and "relative overtaxation" 2/. If the total of corporation 

and personal income taxes levied on a given amount of distributed corporate 
income exceeds the personal tax that would have been levied on an equivalent 
amount of income received directly by the shareholder, relative overtaxation 
is said to result, and where it is less, relative undertaxation results. 
These terms will be used to better explain the results of double taxation 


in various circumstances. 


In the case of closely held corporations whose shareholders are actively 
employed in the business (these corporations might be considered as incorpo- 
rated proprietorships or partnerships) , there need never be ee ee over- 
taxation, and above a certain income level, there can always be relative 
undertaxation by withdrawing the corporate income by the optimum mix of 
salaries, dividends and elections under section 105 of the Income Tax Act. 
This is illustrated in Table E-1 in the case of an incorporated proprietor- 
ship. This table assumes full distribution and therefore no further liability 
for tax exists. In the event that full distribution does not take place, 
further saving in the amount of tax immediately payable can be achieved. 

This saving is only a postponement of the tax, but postponement of payment 
in itself has a value, particularly where the postponement is to the remote 


future. 


Shareholders of a closely held corporation who are not employed by the 
corporation do not have the same flexibility in withdrawing corporate income 
as do the employee-shareholders described in the preceding paragraph but, 
where their tax circumstances are somewhat similar, advantage can be taken 
of the election available under section 105. In these circumstances they 
may withdraw the corporate income either as a dividend or as a combination 
of dividend and section 105 election in the optimum amounts. It should also 
be noted that, to some extent at least, the payment of directors" fees in 
reasonable amounts can bring their situation closer to that of the share- 


holder who is a full-time employee. 
App. E 
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Because the circumstances of individual shareholders of closely held 
corporations may vary so greatly, it is not always possible to illustrate the 
situation as simply as was done in Table E-1, where it is assumed that the 
shareholder's main source of income was the corporation. Table E-2 shows 
the incidence of combined corporation and personal income taxes in the case 
of shareholders of a closely held corporation who are not employees. It is 
assumed that the shareholders have other income and accordingly the personal 
tax is calculated at the marginal rate indicated. It is also assumed that 
the income is distributed by the best possible mix of dividends and elections 
under section 105. Table E-3 shows the incidence of corporation and personal 
taxes in the case of a publicly traded corporation. It differs from Table E-2 
in that it assumes that the 50 per cent corporate rate is applicable to all 
of the income, and that all distributions (either all or one half of the 
income after tax) are by way of cash dividends. The tables show for each 
personal income bracket the degree of relative overtaxation or undertaxation 


as compared with taxation of all the income at the personal rate. 


It will be seen from Table E-2 that relative overtaxation is suffered 
at the lower income end of the scale whether the corporation is subject to 
tax at 21 per cent or 50 per cent, and that the degree of relative over- 
taxation gradually diminishes as the shareholder's other income increases 
until a point is reached when the high income shareholder is subject to 
relative undertaxation. It is obvious that the degree of relative over- 
taxation at the 50 per cent corporate rate will be much greater than at the 
21 per cent corporate rate, and that the personal income level at which 
relative overtaxation changes to relative undertaxation in the case of the 
21 per cent rate will be much below that at which it occurs in the case of 


the 50 per cent rate. 


Table E-2 has been prepared on the basis that the entire corporate 
income is distributed and that no further tax is exigible thereon. This is, 
of course, an unrealistic assumption because full distribution is a rarity. 


To the extent that distribution does not take place some tax is postponed, 
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and, if the shares can be sold at a price which reflects all or part of 
these retained earnings, this postponed tax liability will not have to be 
met by the vendor. Although one of the characteristics of this type of 
corporation is that there is not normally a ready market for the shares, 
particularly where they represent a minority interest, nevertheless the 


postponed tax liability is often avoided by surplus-stripping. 


Table E-3 illustrates the extent of relative overtaxation or undertaxation 
in respect of income from widely held corporations. The shareholder may 
well be described as the portfolio-type investor. He has little or no in- 
fluence in the affairs of the corporation, and the corporation's shares are 
readily marketable either because they are listed on a recognized stock 
exchange or are actively traded over the counter. Because the individual 
shareholder has little influence in the affairs of the corporation and be- 
cause of the diversity of tax circumstances of the many shareholders, it is 
unlikely that the shareholder will be able to obtain the benefit of the 
corporation's earnings except by way of dividend or, to the extent that 


retained earnings are reflected in share prices, by sale of the shares. 


Table E-5 shows that the greatest relative overtaxation takes place 
where the shareholder has no taxable income and only one tax is levied. 
The amount of relative overtaxation diminishes as the income rises. Where 
all corporate after-tax income is distributed as a dividend, relative under- 
taxation is never reached. Where only one half of corporate after-tax 
income is distributed as a dividend, relative undertaxation results when 
the individual is at or over the $90 ,O00 personal income bracket, and it 


becomes greater as the personal income bracket becomes higher. 


The validity of the complaints about overtaxation mst be judged, 
therefore, from the various findings above. In summary, it can be said that 
the so-called double taxation works to the advantage of some taxpayers and 
to the disadvantage of others, depending on a number of circumstances. 
Generally, the disadvantage falls most heavily on the low income shareholders 


of large income corporations. 
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APPENDIX F 


ALTERNATIVE METHODS OF TAXING CORPORATE SOURCE INCOME 


The present Canadian method of taxing corporate source income is not 
satisfactory. In this appendix a number of alternative methods of taxing 
income derived through the corporate form are considered from the point of 
view that the best solution would be one that resulted in corporate source 
income bearing the same burden of tax as income derived through any other 
method of doings business. Neutrality of tax treatment, however impossible 


of complete attainment, should be the objjective. 


The broad concept of income adopted in the Report recognizes income as 
being attributable to individuals only, and not to artificial entities or 
organizations. The annual income (or loss) that an individual derived from 
ownership of an interest in a corporation would be measured, ideally, as 
the sum of the dividends and other distributions received during the year 
and the annual change in market value of his shares in the corporation. 

His total income (or loss ) Over time would be the sum of the dividends re- 
ceived throughout his period of ownership and the difference between his 
Original cost and the amount ultimately realized on the final sale of his 
Share. The current income of a corporation would only be one of the deter- 
minants, albeit an important one, of the income of a shareholder-individual 
under this broad concept age If the annual income of the shareholder- 
individual was measured on this ideal basis, and if all shareholders were 
resident in Canada, there would be no necessity to levy income tax either 


on the corporation or at the corporate level. 


To apply this concept completely, however, would require an annual 
valuation of all shares. In the ease of actively traded shares, this would 
be relatively easy, but in the case of closely held family corporations no 
active market exists and the valuation of shares of such corporations would 
be a contentious, time-consuming process producing such approximate results 


as to render annual measurement of income on this basis impractical. 
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Once it is conceded that income from holding corporate shares cannot 
be taxed on a complete annual accrual basis, it becomes necessary to pre=- 
vent the undue postponement of tax liability which would result if indi- 
viduals were taxed on dividends received and therefore caused income to 


accumulate in the hands of corporations. 


The ensuing sections of this appendix will examine various methods by 
which corporate source income can pest be related to the various share- 
holders in such a way as to prevent postponement of tax, and to ensure that 
each shareholder's income derived from the ownership of corporate shares 


is charged with its appropriate burden of taxation as far as possible. 


From our review of the existing Canadian system of taxing corporate 
source income, it is evident that if a deferment of distribution resulted 
in a delay in the application of any material additional tax levy, corporate 
profits would tend to be retained within the corporate vehicle whether they 


were required for the particular business or not. 


One method of preventing, postponement of tax would be the application 
of incentives or inducements to encourage distribution and, consequently, 
the integration of corporation and personal income and taxes. However, it is 
apparent that whatever would induce actual distributions by a corporation, 
whether it be a special tax on retained earnings or a lower rate of tax on 
distributed earnings, would likely be regarded as 4 penalty on retentions 
and would result in an undesirable tax bias toward distributions. For 
these reasons, such a solution would be inferior to one that was not de- 
vendent on actual distributions, that provided an incentive toward inte- 
eration of the personal and corporation tax structures, and that was relatively 


neutral at the corporate level as between distribution and retention. 


The Full Attribution or Partnership Method 


Under this method, the corporate source income, whether or not distri- 


buted, would be attributed annually to the various shareholders. Shareholder- 
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individuals would include in income their attributed portion of the corpo- 
rate source income, and would pay tax thereon at their appropriate personal 
progressive rates. Shareholder-corporations would also include in income 
their attributed portions of such income so that they would in turn be further 
attributed until ultimately attributed to individual shareholders. Dividends 
would not be relevant in computing annual income. To this point the method 
is somewhat similar to that currently accorded to the income of a partner- 
ship or of a personal corporation. However, to conform to the comprehensive 
tax base adopted in the Report, a final adjustment would be required on 
ultimate realization, or deemed realization, of the corporate shares. To 
determine this final adjustment, it would be necessary for each shareholder, 
both corporate and individual, to maintain records showing the cost of 
acquisition of the particular corporate shares, to which would be added the 
amounts of corporate source income attributed, oy and from which would be 
deducted the dividends received in respect of those shares. The difference 
between this adjusted cost and the proceeds or deemed proceeds of realiza- 


tion would represent the amount of the final adjustment. 


At first sight, this method appears to be an ideal solution. It would 
result in corporate source income being taxed at the same rates as other 
forms of income, there would be no difference in treatment between distri- 
buted and undistributed income, a tax at the corporate level would be un- 
necessary, and the deviations from the comprehensive tax base that were 
occasioned by the annual use of corporate source income as a measure of the 


increase in value of corporate shares would be adjusted on realization. 


Such a method is feasible for certain corporations which have small 
numbers of shareholders and simple capital structures and resemble incorpo- 
rated partnerships, and for these corporations we have recommended an option 
to be taxed as a partnership. However, it presents administrative and 
compliance problems of alarming proportions when considered in relation to 


corporations with complex capital structures and large numbers of shareholders. 
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Apart from the complexities arising in connection with non-resident share- 
holders, such problems include the necessity of allocating the corporate 
source income to myriads of shareholders. Some shares may be registered 

in the names of nominees such as banks and brokers, and the same nominee 
may hold shares for many different taxpayers. The conflicting interests of 
different classes of shareholders could create either serious re-allocation 
problems or inequities. Unless the corporation consistently made profits 
sufficient to cover the contractual dividend entitlement of all classes of 
shares other than the most junior, it might be necessary to pay dividends 
to preferred shareholders out of funds taxed in the hands of common share- 
holders. The alternative of re-allocatins prior years' corporate source 
income on some equitable basis, particularly wnere shareholdings are sub- 
ject to rapid turn-over, presents insuperable difficulties. Intercorporate 
shareholdings introduce additional complexities in the determination of 
corporate source income and could make timely allocation and information 

to shareholders impossible oe No useful purpose would be served by 
cataloguing other problems associated with this method. But even if the 
administrative problems could be solved, it may be questioned whether public 
acceptance could be achieved for a method that could require a shareholder 
in a widely held corporation to make a cash payment ou tax on corporate 


source income from which he had received no distribution. 


It is not necessary to consider in any detail the additional problems 
that would be associated with non-resident share ownership but these would 
include problems of collection and of determining the rates of tax appro- 


priate to particular non-residents. 


Therefore, despite its theoretical attractions, it is apparent that the 


full attribution or partnership method is not practicable. 
No Tax at the Corporate Level 


The only other general approach that does not involve the imposition of 


a tax at the corporate level would require that dividends and gains or losses 
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on realization of shares be included in the income of shareholders. In com- 
puting income, the individuals would include dividends received and realized 
gains or losses and would pay tax thereon at prorsressSive personal rates. No 
tax would be exigible in respect of either dividends received or gains on 
shares realized by corporations until they were distributed by way of divi- 
dend to individuals, or until an individual realized on his shares in the 


corporate shareholder. 


Although such an approach would eliminate many of the difficulties 
associated with the full attribution method, it would permit postvonement 
of the recognition of income for tax vurposes at the option of the taxpayer. 
Apart from the obvious inequity that the option would not be available to 
all taxpayers, the effect on government revenues would be serious. On 
AVETALE , corporate surpluses increased by approximately $1,250 million per 
annum from 1952-61. The additional incentive of being able to retain income 
free of tax within the corporate structure would undoubtedly cause this 
figure to increase, and theoretically all tax in respect of undistributed 
corporate source income could be postponed during the lives of resident 
shareholders. Of even sreater concern would be the probability that unless 
some method could be devised for collecting tax from non-resident share- 
holders in respect of sains on realization of shares, the undistributed 
corporate source income attributable to their period of ownership would 
escape Canadian taxation antirete For Canada, with such a large degree 
of non-resident ownership of corporations, the loss of revenue would be 


considerable. 
Consequences of a Tax at the Corporate Level 


The above alternatives do not involve the imposition or collection of 
a tax at the corporate level. With their rejection, the collection of some 
form of tax at the corporate level becomes unavoidable. Ata minimum, this 


tax mist prevent the tax-free accumulation of corporate income. Whether it 
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is levied in respect of the undistributed portion of corporate source income 
only or in respect of both distributed and undistributed corporate source 
income, it is implicit in the concept of the comprehensive tax base that 

the tax be imposed at the corporate level only as a means of reaching the 
individual to whom the benefit of the corporate source income ultimately 
accrues. Thus, the levy of a tax at the corporate level requires that, in 
equity, this tax should also be related to the relevant shareholders and 


that credit should be given for it to the extent possible. 


Quite apart from the structural problems associated with relating 
corporate source income to individuals and integrating a tax at the 
corporate level with personal income tax, a corporation income tax raises 
the problem of the double taxation of corporate source income. As Appendix E 
to this Volume demonstrates, the question is not simply one of double 
taxation. Furthermore, the economy has adjusted to the presence of 
an unintegrated or, at best, partially integrated corporation tax. How- 
ever, the integration of the corporation tax with the personal tax rate 
structure would be desirable because this action would eliminate the 
distortions in the allocation of resources caused by an unintegrated 


corporation tax. 


This decision calls for an examination of various methods whereby, 
not only would corporate source income be attributed to the various share- 
holders, but the tax levied at the corporate level would also be integrated 


with personal income taxes. The various alternatives are outlined below. 


Deductibility of Dividends 


Although a tax levy at the corporate level is essential in respect of 
undistributed corporate source income, it may be questioned whether it is 
necessary in respect of distributions from a current year's income. If 


dividends paid were made deductible in computing the tax to be levied at 
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the corporate level and recipients of the dividends were required to include 
those amounts in income, taxation at personal progressive rates would be 
achieved for the distributed portion of the corporate source income and the 


problems of integration in respect of that portion would be solved. 


In principle, a strong case can be made for this proposal. It would 
tax currently distributed corporate source income in the same manner as 
other types of income, and, by placing loan interest and dividend payments 
on a Similar footing would apparently remove or at least reduce any bias 
that may exist in favour of financing corporate expansion by debt rather 


than equities. 


However, the proposal has a number of disadvantages quite apart from 
the revenue implications that arise from the high degree of non-resident 
Ownership of Canadian corporations. The use of a year as the period for 
measurement of income would produce imperfect results if losses were to be 
carried back and forward over a reasonable period. The same rationale 
would require that a similar type of provision should be made for carrying 
back or carrying forward dividends paid in excess of corporate source in- 
come to those years where this income exceeded dividends paid. This would 
create certain administrative difficulties and could result in the wrong 
shareholder receiving benefits, but the difficulties should not in them- 
selves prove insuperable. The proposal could have more serious consequences, 
however, because it could easily come to be regarded as a form of penalty 
tax on retained earnings, particularly if on a subsequent distribution the 
tax on retained earnings was not fully integrated with the personal income 
tax 4/. Such a belief would result in pressure for increased distributions. 
The proposal would also be open to criticism on the ground that it would 
bear more heavily on expanding corporations whose financial needs were greater 
than those of more mature corporations, although this latter objection could 
be partially overcome if stock dividends were treated as distributions for 


tax purposes 5/. 


However, the most convincing argument against acceptance of this proposal 
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as suitable for Canada results from the high degree of non-resident ownership 
of Canadian corporations. Deductibility of dividends would, in the absence 
of other compensating legislation, result in the collection of only a with- 
holding tax in respect of dividends distributed to non-residents. Any 
attempt to increase non-resident withholding taxes to recoup the loss of tax 
revenue associated with non-resident ownership of corporate shares would have 
widespread repercussions. That this could be so, even though the increased 
non-resident withholding tax did not exceed the total of the present corpo- 
ration tax plus the non-resident withholding tax in respect of distributed 


corporate income, is evidenced by the following statement: 


"In several recent negotiations the United States has been 
presented with the need to consider the relationship of the 
standard treaty withholding provision on dividend income to a 
variety of domestic tax policies of the other treaty countries. 
These tax policies have caused the other contracting parties to 
seek a treaty withholding rate on dividends going to the United 
States which would be higher than the United States rate on 
dividends going to the foreign country. For example, in Germany 
the tax policy involved is that of a split rate corporation tax 
under which distributed profits are taxed at a substantially 
lower rate than undistributed profits. Such an internal policy 
is said to require a higher withholding rate on dividends paid 
by a German subsidiary to its foreign parent than is customary 
under standard treaties and the OECD Draft—which is 5% in cer- 
tain parent-subsidiary cases and 15% on other dividends. In 
other situations, as in Belgium, the problem may arise from an 
opposite approach to the internal double taxation of dividends, 
under which the domestic shareholder receives a tax credit for 
a part of the corporate tax, and from the internal development 
of that policy. In other cases, as in Canada, the problem may 
arise from a desire to differentiate between domestic sub- 
Sidiaries with a high degree of foreign ownership and those with 
greater domestic participation. 


"Whatever the cause of the issue, the United States has found 
itself in the position of being asked to agree to a treaty pro- 
vision under which our withholding rate on dividends to a parti- 
cular country would be less than the rate levied by that country 
on dividends moving to the United States. We have in these 
cases—in order to protect our investors from an increased level 
of foreign taxation and to protect the United States from revenue 
loss under the foreign tax credit-—-taken the firm position that 
international withholding rates should be reciprocal and hence 

we cannot agree to an upward adjustment by other countries to 
accommodate to their internal tax policies. In the simplest case, 
for example, the fact that a foreign country may have a corporate 
tax rate of 30% compared to the U.S. .48% rate does not warrant a 
non-reciprocal set of withholding rates under which the rate of 
the foreign country would be higher than ours. Moreover, we do 
not prefer a solution which makes the rates reciprocal through an 
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increase in our rate as well, since that course is both contrary 

to the OECD Draft and to the policy behind that Draft of relieving 

double taxation and granting more freedom to international capital 

movements." 6 

As an indication of the revenue loss that might be sustained in the non- 
resident sector if dividends were made deductible and a compensating increase 
in non-resident withholding tax was not imposed, dividends paid to non- 
residents in the years 1959-63 averaged in excess of $540 million Th, On 
a reasonable assumption that these dividends were paid out of profits that 
had first been subjected to corporation tax at an average rate of 40 per 
cent, they represent before-tax corporate income of some $900 million on 
which $360 million of corporation tax was paid. Given that the present 
retention policies of Canadian corporations are adequate, it is likely that 
if dividends were made deductible, dividend payments would be increased to 
at least $900 million with a consequent loss of some $300 million in annual 
tax revenue 8/. Where the domestic tax situation of non-resident share- 
holders was such that tax advantages could be obtained from increased 
dividend payments by Canadian corporations, it is likely that dividend 
payments by foreign-controlled Canadian corporations would increase, resulting 
in a higher revenue loss. Such funds, withdrawn by way of dividend, as were 
required for adequate financing of the Canadian subsidiary corporation could 
be returned to Canada by way of loan or new equity capital but, in general, 
there would be a tendency for these increased dividends to remain abroad. 
It is impossible to estimate what the effect of this would be on Canada's 


balance-of-payments position. 


Therefore, despite its apparent attractions, the deductibility of 
dividends in computing corvorate income is a method that would be quite 


unsuitable for Canada. 


This conclusion makes an income tax at the corporate level inevitable. 
The remainder of this appendix reviews methods whereby this tax at the 


corporate level in respect of distributed corporate earnings may be integrated 
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with the personal tax rate structure by means of various forms of dividends- 


received credit. 


Forms of Dividends-Received Credit 


Gross-Up and Credit at the Prevailing Corporate Rate for the Year on All 


Distributions Whether Out of Taxed or Untaxed Income. Essentialiy this 
method calls for a flat rate of tax on income at the corporate level, which 
tax would be deemed to have been paid on account of shareholders, but no 
attemot would be made to relate either the income or the tax to shareholders 
until distribution took vlace. When a distribution took place or was deemed 
to take place, as in the case of a stock dividend, it would be assumed to 
have been paid from income that had borne tax at the prevailing corporate 
rate, whether or not it had dome so, and the resident taxable shareholder 
would be required to include in income the gross equivalent of the actual 
distribution received. He would also be given credit for the tax assumed 

to have been paid on his behalf OV On final computation of the shareholder's 
versonal tax liability for the year in question an appropriate adjustment 
would be made. Where the tax assumed to have been paid on the shareholder's 
account proved to be above his personal rate, a refund would be made; if it 
proved to be below his personal rate the shareholder would make up the 
deficiency Love: Although this method is not identical with the system 
recently discontinued in the United Kingdon, 12/ there is sufficient simi- 
larity that their experience and the criticisms levelled at their system 


are useful. 


Given ideal conditions, this proposal would almost completely 
integrate the corporation and personal income tax rate structures 
and would result in the distributed portion of corporate source income 
bearing tax at appropriate personal progressive rates. However, such 
ideal conditions could only be attained where the corporate rate of tax 
did not fluctuate significantly and under which all sources of corporate 


surplus were subject to taxation at the full corporate rate. Even under 
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ideal conditions, personal progressive rates would only apply to distributed 
corporate source income, particularly if the corporate rate was lower than 
the top personal rate. The progressive rates applied would not necessarily 
be those of the shareholders who owned the shares when the income was earned, 
although the full taxation of share gains and losses would remove most of 


the possibilities of tax avoidance. 


Examined in the light of current conditions and practices and the 
accepted use of taxation as an economic tool, this method would be attractive 
only if accompanied by a number of other specific provisions to prevent 
its misuse and overcome its defects. The principal requirement would be 
that any corporate income which was not taxed at the full rate when earned 
be subject to an additional tax at the time it was distributed. This is 
the approach recommended in the Report, in conjunction with the inclusion 
in the computation of income of capital gains and losses. It is dealt 


with at length in Chapter 19 and Appendix H to this Volume. 


The introduction of a system of gross-up and credit irrespective of 
the effective rate of corporation tax borne by the income from which the 
dividend was paid could produce some anomalies. In the absence of restric- 
ting legislation, credits would be given and refunds made in respect of 
dividends derived from foreign source income that had borne little or no 
Canadian tax and that might indeed have borne no tax, Canadian or foreign. 
It would be possible to enact legislation to deny refunds except to the 
extent that Canadian tax had been paid on foreign source income, 12/ but 
this would introduce further complexity. Controversy could arise where, 
as a result of incentive legislation, no tax had been paid at the corporate 
level but credits were given and refunds made in respect of dividends paid 
out of that untaxed income. This very situation was the cause of public 
criticism in the United Kingdom where there was no limitation on the 


credit for dividends paid out of foreign source income. 
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The remission of corporation tax on income can sometimes be justified 
as an economic incentive to influence business activity in a desired 
direction, but whether the remission of tax should be extended to the 
shareholders when the income is distributed depends on the purpose of the 
incentive and whether that purpose can be achieved only by retention of 
funds within the corporate structure. A gross-up and credit at the pre- 
vailing corporate rate where no tax had been paid assumes the nature of 
a subsidy to shareholders, a result that might well be the intention of 


some incentives. 


The Dividend Tax Credit. Under the method now prescribed in the Income Tax 
Act of giving credit for corporation income tax, the shareholder includes 
in his income the actual dividend received and deducts from his liability 
for income tax a flat percentage of the dividends received from a taxable 
Canadian corporation. There is no provision for refund where the amount 


of the dividend tax credit exceeds the income tax otherwise payable. 


Ignoring the actual rates in effect in Canada 13/ and assuming a 
single flat rate of corporation tax of 50 per cent which is regarded as 
having been paid on behalf of its shareholders, the effect of a 50 per cent 
dividend tax credit is illustrated in Table F-l for taxpayers with varying 


marginal rates of tax. 


It will be observed that progressiveness in relation to the personal 
rate structure is greatly reduced and the integration effect is only 


partial. 


As a means of integrating corporation and personal income taxes, the 
Canadian method of dividend tax credit, despite the attractions of its 
simplicity, is inferior to the "gross-up and credit at the prevailing rate" 
referred to above. It is also subject to many of the criticisms to which 
that method is subject in the absence of specific provisions to prevent 


its misuse. 
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TABLE F-1 


ILLUSTRATION OF THE EFFECT OF A DIVIDEND TAX CREDIT 


Individual Marginal Rate 
10 20 30 ho- 50 


per cent per cenu per cent per cent per cent 


Actual dividend received 
(assumed to derive from 
$100 of corporate source 
income less 50 per cent 


tax) Q.00 $50.00 0.00 0.0 0.00 


: 


Personal tax thereon 
at the marginal rate 5 00 10.00 s Hip 8 20.00 aap a. @ 


Add: Tax levied at 
the corporate 


level 50.00 50.00 0.00 0.00 0.00 
55.00 60.00 65.00 70.00 75.00 


Deduct: Dividend 
tax credit a/ 
of 50 per cent 
of dividend 


received 25.00 25.00 25.00 25.00 25.00 
Net tax payable $30.00 $35.00 0.00 $45 .00 0.00 


Note: 


a/ For our purposes, it has been assumed that refunds are permissible to 
the extent that the dividend tax credit exceeds the tax otherwise pay- 
able in respect of the dividend. To prohibit refunds would result in 
no tax at the personal level and a flat 50 per cent at the corporate 
level, thereby eliminating all progressiveness. 


Partial Exclusion of Dividends Received From Shareholder's Income. This 
method gives a measure of tax relief to the individual shareholder by ex- 
cluding from his income either a percentage of the dividends received from 
Canadian corporations or, alternatively, all dividends received from 
Canadian corporations up to a maximum amount. It is evident, even on a 
cursory examination, that this proposal is inferior to a dividend tax 


credit. 
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This total income would represent, among other things, changes in the 
market assessment of the goodwill of the corporation and, possibly, an 
adjustment for the difference between the undepreciated capital cost 


of fixed assets and their estimated value. 
"Corporate losses" attributed would be deducted. 


Circular intercorporate shareholdings would require the use of mathe- 


matical formulae. 


Because this problem is also common to alternatives to be discussed 


later, it will not be developed further at this point. 


Under the present Income Tax Act stock dividends are so treated only 


to the extent of undistributed income on hand. 


S. S. Surrey, "The United States Tax System and International Tax 
Relationships", Canadian Tax Journal, Vol. XII, 1964, p. 460 at p. 463. 


Mr. Surrey is Assistant Secretary of the United States Treasury. 


Derived from Table I, National Accounts, Income and Expenditure 1963, 


Dominion Bureau of Statistics, Ottawa: Queen's Printer, 1964. 


A loss of $360 million in corporation tax minus a gain of approximately 


$54 million in non-resident withholding tax. 


Given that the average rate of corporation tax is presently about 45 
per cent, the recipient of a dividend of $55 would be required to 


include $100 in income and would take credit for $45 deemed to have 


been paid by the corporation on his account. 


Where the shareholder was another tax=paying Canadian corporation, no 
additional tax would be exigible but refunds might result. This could 


Occur where either the receiving corporation sustained a trading loss 
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or where it had tax-exempt status and no legislation existed denying 


refunds of tax in such circumstances. 


The reference here is to the standard rate of income tax and does not 
take into consideration the corporation profits tax. This latter tax 


was an unintegrated corporation tax. See Appendix G to this Volume. 


In the United Kingdom refunds were limited in this manner. 


The existence of a dual rate of corporation tax limits the percentage 
of credit for dividends included in income to the lower of the two 


rates thereby severely limiting its potential as a means of integration. 
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APPENDIX G 
THE FOREIGN TAXATION OF CORPORATE PROFITS 


The taxation of corporate profits by various economically advanced 
countries reveals no consistency of treatment, either of corporations or 
their shareholders. In some instances, the provisions of the law find 
their roots in history and have not kept pace with changes in the theoretical 
conception of the corporation or in other provisions of the tax law. In 
other cases, the rules for the taxation of corporations are instruments of 
economic policy and are moulded to advance that policy so that they take 


their character from the national setting in which they are to function. 


In this appendix an examination is made of the provisions for the 
treatment of corporate profits of the United Kingdom, France, West Germany 
and the United States. This is a somewhat arbitrary selection, but it is 
representative of different schools of thought. The laws of the United 
Kingdom and France are of current interest because of major changes in their 


methods of taxing corporate source income that have recently been enacted. 


United Kingdom 


Tax Treatment of Corporate Profits and Dividends Prior to 1965. Prior to 


the fundamental reforms in the tax treatment of corporate profits enacted 
in the Finance Act, 1965, the essential features of the British system of 


taxing corporations and their shareholders may be stated as follows. 


Corporations were subject to a profits tax which was imposed at a rate 
of 18 per cent on profits in excess of £2,000 and up to £12,000, and at the 
rate of 15 per cent on profits in excess of £12,000. The taxable profits 
included investment income, except for "franked investment income", that 
is, dividends received directly or indirectly out of corporate profits 
which were themselves subject to profits tax. The effect was that dividends 
received from resident corporations were not ordinarily subject to profits 


tax. 
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In 1947, as a result of the financial and economic conditions then 
prevailing, provision was made for the imposition of profits tax at differ- 
ential rates; distributed profits attracted tax at a rate significantly 
higher than the rate applicable to undistributed profits. The United Kingdom 
Royal Commission on the Taxation of Profits and Income was highly critical 
of this innovation on the grounds that it caused inequity to certain share- 
holders, complexity in the legislation, and largely failed to accomplish 
the main economic purposes which it was intended to serve, namely, to restrain 
inflation and encourage productive investment in the form of ploughed-back 
profits ye The Commission recommended that the differential rates be 
brought to an end and that the tax be converted into a flat-rate tax on 


total profits. These recommendations were adopted in 1958. 2/ 


Corporations were also chargeable to income tax at the standard rate, 
that is, the flat rate which is fixed annually in the Finance Act, in the 
same way as individuals, but without benefit of any of the personal reliefs 
and allowances. They were not, however, liable to surtax, which is an 
additional tax charged at graduated rates in respect of the income of 
individuals in excess of a specified amount, except in the case of certain 
closely controlled corporations which were utilized to accumulate income 


so as to avoid surtax on their shareholders. 


When a corporation paid a dividend to shareholders, it was entitled, 
but not obliged, to deduct and retain a sum equivalent to tax at the 
standard rate in force for the year in which the dividend was due. Whether 
tax was withheld or not, the dividend was not chargeable with standard tax 
in the hands of the shareholder, because it was derived from a fund that 
ordinarily had borne income tax in the corporation's hands. However, for 
personal allowance and surtax purposes, the shareholder's total income 
included the "grossed-up" amount of the net sum received, that is, that 
amount which, when reduced by the standard tax thereon, equalled the net 


dividend paid. In this way, standard tax was paid on corporate profits 
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only once, by the corporation. Therefore, to the extent that the profits 
were distributed as dividends, the income tax paid on them by the corpo- 
ration was treated as tax of the shareholder, so that if he was exempt or 
entitled to some relief, he might recover the sum that he lost by way of 
deduction; and if he was liable to surtax, the gross dividend wads assessable 
in common with his income from other sources. Thus, it was only the income 
tax on the undistributed profits which was really borne by the company. 


There was no similar system for passing on a company's profits tax payments. 


Where a corporation, by reason of capital allowances (including in- 
vestment allowances), paid no tax on its profits, it was still allowed to 
pay a net dividend and keep the tax. This gave the shareholder a credit for 
tax which the corporation had not paid. If the shareholder was an exempt 
taxpayer, for example, a charity, he was entitled to recover tax from the 
Revenue which had never, in fact, been paid. The same position applied 
where a corporation had a loss carried forward so that it paid no tax but 
was entitled under company law to distribute its subsequent profits by way 
of dividend. A further feature of the former law was that a corporation 
which had made a capital profit that was tax free could distribute that 


profit in a non-taxable form to the shareholders. 


Reasons for the 1965 Reforms. In the opinion of the Chancellor of the 


Exchequer, the system for taxing corporate profits described above was defi- 


cient in the following respects: 3/ 


as It did not provide sufficient incentive to companies to plough back 


profits for growth rather than distribute them as dividends. 


as It was unnecessarily complicated because of the existence of two 
taxes, income tax and profits tax, levied broadly on the same income, 


but according to different rules. 


Ve It was a patchwork system and did not stand up to the strains that re- 
sulted from the efforts of government to use the tax system for 


economic purposes. 


4, It led to abuses and anomalies, such as recovery by companies or 
individuals of large sums from the Revenue by way of repayment of 


tax, although no corresponding sum had ever reached the Exchequer. 


On a historical plane he pointed out that the method of taxing corpo- 
rate profits had failed to keep pace with the fundamental changes in the 
concepts underlying the system which the passage of time had wrought. 

The British system dated back to the early nineteenth century when the 
incorporated company was a rarity which tended to be looked upon as a very 
large partnership, and income tax was a flat-rate tax applying to the incomes 
of companies and individuals alike. When a company paid a dividend this 
could be regarded as a distribution to the shareholders of profits which 

had already borne income tax in the hands of the company, so that no fresh 
assessment need be levied. Since those days, however, the personal income 
tax had become a graduated tax, differentiated according to the circumstances 
of each taxpayer; and company taxation had been altered by the introduction 
of a profits tax, which was imposed on the whole profits of a company. It 
differed from the income tax in that the company could not pass it on to 

the shareholder by deductions from the dividends it paid to him, and the 
shareholder could not claim any credit for the profits tax in his personal 


tax return. 


According to the Chancellor, these changes made obsolete the idea that 
companies and individuals should be treated for tax in the same way, and to 
separate formally the tax on corporations and the tax on individuals was 


to be regarded as carrying this process to its logical conclusion. 


While the changes introduced into the old tax system as it gradually 
developed were mainly inspired either by the wish to make it more equitable 
or by the need for greater revenue, the new corporation tax was introduced 
for essentially economic reasons. An increase in the tax burden.on divi- 
dends would encourage the growth of dynamic companies by providing an in- 


centive to them to plough back profits for growth rather than to distribute 
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the profits as dividends. The changes would also remove anomalies and 
make unnecessary some of the complicated anti-avoidance legislation of the 


old systen. 


Tax Treatment of Corporate Profits After 1965. 


The corporation tax system, 
which came into full operation on April 6, 1966, separates the taxation of 
companies from that of individuals. A company, that is, any body corporate 
or unincorporated association excluding a partnership, is liable to the new 
flat-rate corporation tax on its total profits at the rate of ho per cent, 
but is not, in general, liable to income tax. Companies are no longer 
subject to profits tax. Income for corporation tax purposes is generally 
computed in accordance with the existing income tax legislation and relevant 
income tax rules. A company's gains are not charged separately to the 
capital gains tax but are included in the total profits on which it pays 


corporation tax. 


Dividends Paid to Residents. Dividends and other distributions are now 
defined much more widely than the term "dividends" as it was formerly 
understood. Such dividends and distributions of a company resident in the 
United Kingdom paid to resident individuals are subject to income tax, 
which is withheld at the source under the new Schedule "F", and also in 
certain circumstances, to surtax, with no credit for any part of the corpo- 
ration tax paid by the distributing company. The latter must account 


monthly to the Revenue for the tax deducted. 


Dividends received by one company resident in the United Kingdom from 
another company resident in the United Kingdom are referred to in the new 
legislation as "franked investment income", and are not chargeable to 
corporation tax in the hands of the recipient, but are subject to with- 
holding of income tax at the source. The income tax so deducted from 
franked investment income is available in the hands of the recipient company 
for set-off against income tax which it is in turn required to account for 


under Schedule "F" on its own distributions. The income tax on dividends 
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received is also available for repayment if offset by trading losses of the 
recipient but it is not otherwise repayable. When a company has an excess 
of franked investment income for any year over the amount of its distri- 
butions for that year, the excess may be carried forward and set against 


future distributions. 


If a company receives other income, such as bond interest, from which 
income tax has been deducted, this tax is available as a set-off against 
the tax deducted from the dividends it pays. If this set-off is not avail- 
able, the company can obtain a credit for such income tax against its 


corporation tax. 


Dividends Paid to Non-Residents. Under the 1965 reforms, income tax at the 
standard rate, currently 41.25 per cent, is deductible from dividends paid 
by a British company to a non-resident shareholder in the absence of any 
other provision. Where this withholding rate is applicable, the total tax 

to which corporate profits paid as dividends to non-residents will be subject 
is currently 64.75 per cent (corporation tax of 40 per cent and standard 

tax of 41.25 per cent). However, the rate of withholding tax may be reduced 
under a double taxation agreement or under a temporary provision in the 

1966 Finance Bill to the effect that the United Kingdom will only charge a 
withholding tax against a foreign resident to the same extent as the country 


of that resident charges withholding tax against a United Kingdom resident. 


France 


Tax Treatment of Corporate Profits and Dividends Prior to 1965. For France, 


as for the United Kingdom, the year 1965 marked a milestone in the evolution 


of its laws for the taxation of corporate profits Ne 


Until the fundamental revision of the French corporation tax structure 
under Law No. 65-566 of July 12, 1965, corporate profits were doubly taxed. 
That is to say, taxation was imposed on corporate income at a flat rate of 


20 per cent, regardless of whether the profits were distributed, and dividends 


App. G 


647 


were taxed in full to shareholders with no credit for any part of the 
corporation income tax. As a collection device, withholding tax on divi- 
dends was imposed at the source at the rate of 24 per cent. In computing 
taxable income, the shareholder "grossed-up" the net receipt for this with- 
holding tax and reported dividend income at the "grossed-up" anount. After 
his tax liability for the year had been computed on income from all sources, 
the shareholder could credit the tax withheld against his final liability. 
If the sum withheld at source exceeded his final tax liability for the 


year, the excess was refunded. 


Dividends received by a French resident from a foreign corporation 
through a paying agency, such as a bank in France, were subject to French 
withholding at the same rate of 2h per cent. So, too, dividends paid by 
French corporations to foreign shareholders were taxed at the rate of 2 
per cent at the French source, although this rate might be reduced under 


taxation treaties with other countries. 


Dividends received by a French corporation from a domestic or non- 
resident corporation were partially exempt from corporation income tax, the 
extent of the exemption varying according to the degree of ownership by the 
recipient of the payor'’s stock: the greater the percentage of ownership, 


the larger the exemption. 


Reasons for the 1965 Reforms. This system of double taxation of corporate 
profits did not advance certain basic economic policies of the Fifth Republic. 
A major government objective is to encourage growth by stimulating invest- 
ment and savings in the private sector and restraining consumption. The 

high tax on corporate distributions did not serve to make the ownership of 
shares in French corporations attractive. As M. E. Laxan, Director General 


te 


of Taxation in the French Ministry of Finance pointed out, "...to transfer 


to the shareholder a dividend of Frs. 100, a French company would have to 


allocate Frs. 200 for distribution, while Frs. 130.60 are sufficient for a 


German corporation and Frs. 117.60 for a Belgian corporation. This double 
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taxation thus greatly burdened the yield of capital and went counter to the 
efforts of businesses to increase their own funds in resorting to the capital 
market." S/ The relatively higher rates of French taxation gave rise to the 
fear that French capital might migrate to more attractive tax climates in 
neighbouring countries, and result in an artificial depreciation of French 
security prices, which would facilitate take-overs of French industries by 


foreign investors. 


The corporation tax reforms of 1965 substantially lightened the tax 
burden on dividend income and thereby adapted the corporation tax to the 
requirements of the national economy and served also to harmonize the French 
tax system with that of the surrounding industrialized countries, especially 


Germany. 


Tax Treatment of Corporate Profits After 1965. The new system, which becomes 


fully effective as of January 1, 1967, operates in the following way: 


La At the corporation level, profits will continue to be taxed at a flat 
rate of 50 per cent, with no differential rates for distributed or 
undistributed profits, such as exist under the German income tax law 


which is discussed below. 


2s The withholding tax at source on the distribution of dividends to 


resident shareholders will be abolished. 


A resident shareholder receiving a dividend will be entitled to a tax 


LN 


credit against his income tax equal to half the cash dividend received. 
In computing his taxable income, the shareholder will be required to 
"sross-up" his dividend and to report as income both the dividend 


proper and the tax credit relating thereto. 


The difference in the treatment of dividends under the old system and 
under the 1965 reforms, which use the tax-credit technique, may be demon- 


strated in the following examples: 
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"Before the 1965 reform, the shareholder's tax credit (2h per 
cent) represented (omitting special situations) an amount 
actually withheld from his dividend. If the corporation de- 
clared a gross dividend of 100 F per share, for example, the 
corporation withheld 24 F from the dividend as preliminary 
tax and paid the 24 F to the tax administration. The share- 
holder received only the balance, 76 F. In computing taxable 
income, the shareholder ‘grossed up' the net receipt and re- 
ported dividend income of 100 F. After his tax liability for 
the year had been computed, on income from all sources, the 
shareholder received a credit (or refund) of the 24 F actually 
withheld at the source. 


“After the reform, the result will be this: if the corpora- 
tion declares a dividend of 100 F a share, the shareholder will 
receive 100 F a share. Nothing will be withheld at the source. 
But the shareholder will nevertheless be entitled to a tax credit 
(avoir fiscal) equal to half the dividend—in this case, 50 F. 
Under the general principle that if A (in this case, the corpo- 
ration) pays for the account of B (in this case, the share- 
holder) a tax legally due from B, B has enjoyed taxable income, 
this tax credit is considered taxable income to the shareholder. 
The shareholder must therefore ‘gross up' his dividend by the 
amount of the credit, reporting as income (1) dividend proper, 
£00. :F (2) tax credit, 50 F; total, 150 F. Against his final 
income tax liability, the shareholder will be entitled to a 
credit (or, if he is an individual, a refund) for the 50 F— 

even though nothing had been withheld at the source from his 
dividend. 


"Since the corporation income tax continues to be levied at 

20 per cent, the result is that half the corporation income tax 

imposed on the corporation earnings from which the dividend is 

paid is treated as though that tax had been paid for the account 

of the shareholder.” 6/ 

The tax-credit system rests on the assumption that one half the corpo- 
ration income tax paid by the corporation on the earnings used by it to pay 
the dividend is paid for the shareholder's account, and that the shareholder 
is entitled to claim this half by way of credit. If the shareholder is a 
resident individual, and the credit exceeds his tax liability on income 
from all sources, the excess will be refunded. The corporation is not 


entitled to a refund of any unused credit, nor may it carry over any unused 


credit to another year. 


Supplemental Tax Payments. Where the amounts distributed originate from 


income which has not been subject to income tax at the ordinary rate, such 
as income derived from business carried on abroad, the basis for a share- 


holder tax credit is wanting. However, on administrative grounds it was 
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decided to grant shareholders the usual credit of 50 per cent of the dividend, 
and to require the distributing corporation to make a supplementary tax pay- 
ment in the same amount, that is, one half the dividend. This procedure 
allows all dividends, without regard to their origin, to benefit from the 

tax credit and also avoids the complications attached to a system which 


recognizes two types of dividends. 


A corporation is also required to make the supplementary tax payment 
in the amount of 50 per cent of the dividend if the dividend is paid out of 
profits earned during fiscal years which ended before January 1, 1965, or 
out of profits earned by the corporation during a fiscal year which closed 
more than five years before the year of distribution. The rationale here 


is to encourage the pronpt distribution of earnings. 


Dividends to Non-Residents. The benefit of the tax credit is reserved to 
French residents. After January 1, 1967, there will be no withholding from 
French dividends to French resident shareholders, but withholding of tax 
from French dividends to non-resident shareholders will be increased from 
24 per cent to 25 per cent. Therefore, the effective total tax on non- 
residents is 62.5 per cent. The purpose of this treatment of non-residents 
is to encourage investment by Frenchmen in France, and it greatly favours 
the resident as against the non-resident. The rate of withholding is, of 
course, subject to tax treaties between France and the country of the 


shareholder's residence. 


Dividends from Foreign Corporations. The French withholding tax on a divi- 


dend distributed by a foreign corporation to a resident of France and col- 
lected when the dividend is cashed in France, is increased from 24 per cent 
to 33.33 per cent, although the taxpayer will be entitled to a tax credit 
of 50 per cent of the net dividend receipt. For example, an individual 
shareholder receives a foreign dividend of 1,200 F through a French bank. 
The bank withholds 33.34 per cent or 400 F. The shareholder receives a net 


dividend of 800 F, but must gross-up the dividend to 1,200 F for the 
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computation of his income tax. The credit to which he is entitled is one half 
of 800 F (the net dividend) or 400 F. Thus, the increase to 33.33 per cent 
does not increase the tax ultimately due with respect to the dividend, but 
simplifies the procedure for filing returns because this credit will in 

effect be equal to one half of the net dividends received, as in the case 


of domestic dividends. 


Germany id 


Split-Rate Tax on Corporation Profits. Resident commercial corporations, 


which may take a variety of forms of commercial law entities, such as the 
stock corporation, the limited liability company, and the partnership 
limited by shares, are taxed at the rate of 51 per cent on their undistri- 
buted profits and at the rate of 15 per cent on the portion of their profits 
paid out as dividends if the distribution is in the nature of a "qualifying 


distribution", which is discussed below. 


Reasons for the Split-Rate System. The introduction of a split rate of 


corporation tax in the mid-1950's was prompted by certain domestic economic 
objectives of the federal government. First, to encourage a more liberal 
dividend policy on the part of domestic corporations so as to promote a wide 
distribution of property ownership through the popularization of share owner- 
ship, ~s addition to the encouragement of home building and regular savings. 
Second, to reduce to a more normal level self-financing through the re- 


tention and ploughing back of profits in the business 8/. 


The split rate of corporation income tax has not led to an appreciable 
reduction in the rate of profits retention in German industry, although it 
has probably prevented it from growing. However, it has provided a reduction 
of the burden of double taxation on corporate profits, providing relief at 


the corporate level rather than at the shareholder level o/. 


Qualifying Distributions. Not all types of corporate distributions are 


eligible for taxation at the 15 per cent rate. It is in fact limited to a 
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dividend in the nature of a "qualifying distribution", which is a distribution 
of profits made by a resident corporation pursuant to a formal resolution 
passed in conformity with the rules of the commercial law, and made for a 
business year whose results are considered in the assessment of the year 

for which the distribution is made. Hence, constructive dividends, that is, 
benefits other than dividends which a corporation distributes to its members 
by reason of their capacity as members, cannot be the sunject of a qualifying 
distribution because they are not paid pursuant to a formal dividend 
resolution. Excluded are such benefits as the payment of an excessive 

salary to an officer who is also a shareholder; a loan made by a company to 

a shareholder free of interest or at a low rate of interest; a loan by a 
shareholder to a company at a high rate of interest; a sale between a company 
and a shareholder at an unusual price or on unusual conditions; and the 
cancellation of a valid claim against a shareholder by a corporation. The 
split rate effectively penalizes such constructive dividends by subjecting 
them to the full rate of 51 per cent. The limited application of the lower 
tax rate reflects the intention of the government to restrict the relief 

from double taxation to those distributions which, like dividend payments, 


stimulate the development of the capital market. 


Once the income realized by the corporation in its last preceding 
business year has been computed, the tax rate to be applied depends on the 
amount of the qualifying distribution, which is determined by the annual 
meeting of shareholders who are obliged by law to decide on the disposition 
of profits of the preceding business year. This disposition can be made, 
in general, in one of three ways. The general meeting can decide to dis- 
tribute the profits to the shareholders, to carry them forward to the next 
following business year as unappropriated surplus, or to assign the profits 
to a reserve. Only dispositions of the first-named type benefit from the 
reduced tax rate applying to distributed profits. Profits assigned to 


surplus or to a reserve are taxed at the full corporation income tax rate. 
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It is important to note that a distribution from the profits of a given 
business year can be a qualifying distribution for that year only, with the 
result that when retained earnings which have borne income tax in earlier 
years at full corporate rates are distributed, a re-assessment in respect 
of those years with the object of claiming the reduced rates for the earnings 
then retained but subsequently distributed is not possible 10/. Hence, if 
a corporation wishes to take maximim advantage of the reduced rate, it must 


distribute currently all of its profits for a business year. 


Dividends Paid to Resident Shareholders. Two different situations apply in 


the case of dividends paid to resident shareholders. 


a” In general, resident individual and corporate shareholders are subject 
to withholding of income tax at source in respect of dividends paid 
by German corporations. The taxpayer can claim a credit or refund of 
the withholding tax when the tax assessed for the year of distribution 
is less than the amount of the tax withheld. The rate of the with- 
holding tax is 25 per cent of the gross amount of the distribution if 
the tax is borne by the recipient, or 33.33 per cent of the amount 
actually paid out if the tax is borne by the distributing entity. If 
a dividend is paid in property, the withholding tax is computed on 
the price which the recipient would have to pay for similar property 


at his domicile under normal conditions. 


Withholding of income tax at the source is required not only for 
dividends and other formal distributions of profits, but also for pay- 
ments or other benefits which a corporation makes available to its 
shareholders in addition to, or in lieu of, dividends. The principal 
example of such distributions is constructive dividends, some of which 
are described above. The tax rate of 33.33 per cent always applies to 


these distributions, because the tax is borne by the distributing 


entity. 
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ey Dividends received by a resident corporation from another resident 
corporation are excluded from the taxable income of the recipient if 
the recipient (the holding company) owns 25 per cent or more of the 
issued share capital of the distributing entity (the affiliated company). 
The exemption applies only to the extent that the recipient corporation 
in turn distributes the dividend received to its own shareholders. 
Otherwise, the recipient corporation becomes liable for the payment of 
a "supplementary tax", the rate of which is equal to the difference 
between the corporation income tax rate on undistributed profits and 
the tax rate on distributed profits, that is, 51 per cent minus 15 per 


cent, or 36 per cent. 


The purpose of the supplementary tax is to prevent affiliated companies 
from shifting profits from one member of the group to another without 
ever paying tax on the profits at the full corporate rate and without 
making a distribution to individuals. Otherwise, an affiliated corpo- 
ration would have a real tax advantage over other corporations because 
it could distribute its profits to the holding company and pay tax at 
only 15 per cent, and the holding company could reinvest the amount 
distributed in the affiliated company without further taxation, whereas 
other corporations would have paid tax at 51 per cent on profits 


retained in the business. 


Dividends Paid to Non-Residents. Dividends paid to non-residents on shares 
of a corporation having its domicile, seat, or place of management in 
Germany, are subject to withholding tax at source. The tax liability of 
the non-resident is finally settled with payment of the withholding tax, 
the rates of which are 25 per cent of the gross amount of the distribution 
if the tax is borne by the non-resident, or 34.33 per cent of the amount 


actually paid out if the tax is borne by the distributing corporation. 


Dividends Received from Foreign Corporations. Individuals and corporations 


resident in Germany are taxed on a world-wide basis. Hence, dividends 
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received from foreign corporations are included in income in the same manner 
as domestic dividends. Where the recipient is a corporation, the corporation 
income tax rates on undistributed profits or those on distributed profits 
apply, depending on whether the dividend is retained by the recipient or 


redistributed to its own shareholders. 


United States 11/ 


The Corporation as a Taxable Entity. Corporations are, in general, treated 


as separate taxable entities under the federal income tax. Thus, a corpo- 
ration is required to determine its annual taxable income on the basis of 
the activities which it carried on during the taxable year, and to pay a tax 
on such income, quite independently and apart from the activities and tax 
obligations of its shareholders. The shareholders are likewise independent 
of the corporation for income tax purposes because the corporate earnings 
are taxed only to the corporation and are not included in the income of a 


shareholder until distributed as dividends or in some other form. 


The Internal Revenue Code contains a special rate structure which is 
applicable to corporations only. At the present time, corporations are 
taxed at the rate of 22 per cent on the first $25 ,000 of income and at 
48 per cent on the balance. The taxable income of a corporation is computed 


in much the same manner as that of an individual. 


Dividends Paid to Residents. A dividend for tax purposes is any distribution 
made by a corporation to its shareholders out of its earnings and profits. 
However, a distribution in complete or partial liquidation of the corpo- 
ration is treated as a sale of the stock and any gain is taxed at the reduced 
capital gains rates. Under certain circumstances which involve a continuity 
of business interests in new corporate forms, a shareholder may exchange his 
shares for stock in a continuing enterprise without recognition of taxable 


gain or loss 12/. 


A dividend represents gross income to the shareholder and is subject 


to tax at the regularly applicable rates. Because a corporation cannot 
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deduct from its gross income the amount of the dividends distributed to its 
shareholders during the taxable year, any distributed earnings are necessarily 
taxed twice: at the corporate level when included in the corporation's 
taxable income, and again at the shareholder level when received as a dividend. 
This two-level taxing arrangement has been a fixed characteristic of the 
federal revenue system for many years, but has been subject to recurring 
criticism on the ground that it unfairly discriminates against persons doing 
business in corporate form. The quantum of corporation income tax that is 
passed on in the form of higher prices is open to debate by economists. In 
the case of an individual shareholder, a degree of relief is provided by the 
exclusion of the first $100 of dividends received from domestic corporations. 
Until 1964, the exclusion was $50. Individual shareholders were also en- 
titled to a 4 per cent dividend tax credit which was reduced to 2 per cent 
for 1964 and eliminated entirely for 1965 and subsequent taxation years. 

This credit was eliminated on the grounds that it gave undue relief from 
double taxation to high bracket shareholders as compared to low bracket 
Shareholders and that rate reductions were a more equitable solution to the 


problem. 


In the case of a corporate shareholder, a deduction is allowed for 85 
per cent of all dividends received from domestic corporations. Affiliated 
groups defined as parents and at least 80 per cent owned subsidiaries, may 
achieve a 100 per cent intercorporate dividend deduction by a special election 
or by filing a consolidated return. Without some elimination, successive 
taxation of the dividend as it passed from corporation to corporation in a 
chain of corporations would result in repeated taxation of the same income 


and would leave very little for the ultimate individual shareholder. 


Dividends Paid to Non-Residents. Dividends paid to non-resident aliens not 
engaged in trade or business within the United States at any time during the 
taxable year and the amount of whose fixed or determinable annual or periodic 


income from United States sources, plus taxable excess capital gains from 
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United States sources, is $21,200 or less are subject to withholding tax at 
a flat rate of 30 per cent. If their income is in excess of this amount, 
they are taxed under the regular rates of the individual income tax, that 
is, the progressive rates of the individual income tax; and the special 
reduced rate on capital gains is applicable, rather than the 40 per cent 
flat rate. In many cases, however, the withholding rate has been reduced 
by treaty. Changes in these provisions were under consideration at the time 
of writing as part of a programme to encourage non-resident investment in 


the United States. 
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APPENDIX H 


ACCOUNTING AND REPORTING PROCEDURES FOR THE 
INTEGRATION OF CORPORATION AND PERSONAL INCOME TAXES 
Since the proposal contained in the Report for the integration of 
corporation and personal income taxes is a major departure from the present 
tax system, it is essential to set forth in some detail a description of 
procedures which could be followed in its operation. While this appendix 
will repeat some material already contained in Chapter 19, it should help to 


explain the more technical aspects of the proposal. 


However, it should be emphasized that this appendix does not attempt to 
illustrate how all the potential problems in the proposal would be met. 
Instead, it gives a number of examples of situations that might be thought 
to pose major difficulties, but in fact can be fairly readily resolved within 
the general framework of the integration proposal. Many technical difficulties 
were raised when the integration proposal was examined by the Commission and 
its research staff. In all cases it was possible to develop procedures to 
resolve what at first had appeared to be serious problems. This does not 
mean that all the possible problem areas have been dealt with, but it does 
mean that in all those examined the difficulties were resolved. This 
appendix then is a brief review of some of these situations and how they 


might be dealt with. 
BASIC ELEMENTS OF THE PROPOSAL 


The basic objective of the integration of corporation and personal 
income taxes is to enable the income of Canadian residents derived through 
corporations to be taxed at personal rates. Integration is achieved by 
regarding the income of a corporation as income of its shareholders and the 
income tax paid by the corporation as having been paid on behalf of its share- 
holders, so that upon a distribution or deemed distribution to a shareholder 
the corporation income tax is assumed to have been paid on his behalf and 
the amount of the distribution (or deemed distribution) plus such corporation 


tax represents the income to be taxed at his personal rate. If a Canadian 
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shareholder sells his shares before the income, accrued during his period 
of ownership, is distributed or deemed to be distributed, it is assumed that 
in his selling price he will attempt to recover (among other things) the 
amount of income so accrued before corporation tax. With the full taxation 
of share gains, the amount he recovers will be taxed at his personal rate. 
As will be illustrated later in this appendix, the purchaser should be able 
to pay such a price because he will be entitled to the credit for the corpo- 
ration tax when the distribution takes place. 
Regular Types of Distribution or Allocation 
Which Would Carry a Tax Credit 

As is indicated in Chapter 19, there would be four procedures by which 
credit for corporation tax could be passed to shareholders, three of which, 
dividends in cash or in kind, stock dividends and other capitalizations of 
surplus, would follow the regular corporate procedures. The fourth would 
be an allocation of undistributed income for tax purposes without a legal 
capitalization. Except where otherwise specifically stated, the first three 
procedures will be included in any subsequent use of the word "distribution", 


i 


and the fourth will be referred to as an "allocation". 


The shareholder would not report as income the amount of the distri- 
bution or allocation, which would be calculated on the after-tax income of 
the corporation, but rather the amount of the distribution or allocation 
plus the amount of the credit for the corporation tax ce In practice, this 
grossing-up of the distribution or allocation would be calculated by the 
issuing corporation, and the shareholder would merely be informed of the 
income to be reported, the tax which could be claimed as a credit, and the 
net amount of the distribution or allocation 2/. The shareholder would then 
be taxed on the grossed-up amount at his personal rate and would receive 
credit for the corporation income tax paid. If the credit exceeded his 
personal tax, he would receive a refund of the excess. The procedure could 


therefore be compared with the treatment of employment income at the present 
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time, which requires the inclusion in income of the amount of taxes already 


paid on behalf of the employee. 


Cash Dividends. If $50 was paid Out to a shareholder as a cash dividend 

and the rate of tax credit was 50 per cent, the grossed-up amount of the 

dividend to be included in income would be 100 _ x $50, or $100, and the 
100-50 


shareholder would report it as follows: 


Shareholder's Tax Bracket 


10% 30% 90% 
Shareholder's income $100 $100 $100 
Shareholder's tax liability (10) ( 30) (50) 
Corporation tax credit 50 50 50 
Net tax refund to shareholder $ 4O- : a= naka a 


When the net tax refund was added to the cash dividend actually received, 
the total proceeds to the shareholder would equal the grossed-up income less 
the shareholder's tax rate applied thereto: 


Shareholder's Tax Bracket 


10% 30% 50% 
Net tax refund, as above $40 $20 - 
Actual cash dividend received BO PO #OOn, 
Total received by shareholder 90 $70_ 50 


The foregoing examples would also be applicable where a corporation 


paid a dividend in kind rather than in cash. 


Capitalization of Earnings. Where a corporation paid a dividend in its own 


Shares rather than in cash, the procedure would be similar to that for a cash 
dividend in that the amount of the stock dividend would be grossed-up to 
include the corporation tax credit, and the shareholder would report the 
grossed-up amount as income and claim the credit for the corporation tax. 
However, to reflect the capitalization of earnings by the corporation, the 


shares issued as a stock dividend would have a cost basis equal to the amount 
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of the stock dividend. When these shares were later sold, the portion of 
the price representing the capitalized earnings would then not bear further 
tax. If the shareholder did not recover the amount of the capitalized 


earnings upon subsequent sale, there would be a deductible loss on the shares. 


The same procedures would be followed where earnings were capitalized 
by some corporate action without a stock dividend. For example, capital- 
ization would occur where earnings were appropriated to the capital stock 
account of no par value shares of a particular class. The amount capitalized 
and added to the cost basis would then be spread over the issued shares of 
that class. The amount attributed to a particular shareholder would be 
included in his income and grossed-up to include the tax for which he would 


receive credit. 


Allocation of Earnings. While a stock dividend or other form of capitali- 
zation procedure would involve the actual transfer of after-tax surplus to 
the capital stock account and therefore a change in the legal form of the 
capital structure of the corporation, the allocation procedure contemplated 
here would be a method of integrating corporation and personal income taxes 
without any change in the capital structure. The allocation would be 
effective for tax purposes only. The objective of the allocation would be 
to enable the corporate earnings to be taxed at the individual income tax 
rates of Canadian shareholders, without requiring a stock dividend or other 
capitalization procedure and without affecting non-resident shareholders. 

A Canadian shareholder would then report the grossed-up corporate income 
allocated to him and claim a credit for his proportion of the corporation 


tax already paid on that income. 


The actual procedure to be followed would require the directors to 
determine the amount to be allocated, and the information slip sent to the 
shareholder at the end of the year would reflect this amount in the same way 
as it would reflect the declaration of a stock dividend, even though the 


after-tax earnings retained would remain as surplus and would not be legally 
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capitalized. Thus, as in the case of non-cash distributions, the share 
cost basis would be increased by the amount of the after-tax earnings allo- 
cated to the shareholder. If this income was subsequently distributed, a 
resident shareholder would treat the amounts distributed to him as a return 


of capital and would reduce the cost basis of his shares. 


This procedure would be quite simple where there was only one class of 
shares, or where the classes of shares participated equally in earnings and 
on liquidation (although the voting rights may differ), or where any ad- 
ditional classes of shares were only eligible to receive a fixed and prefer- 
ential dividend and did not have a residual participation in earnings. 
However, where there were two or more classes of shares and the ratio in 
which the classes would participate in earnings varied from time to time or 
was different on liquidation than on the distribution of dividends, it would 
probably be necessary to have restrictive provisions to ensure that it would 
not be possible to defer or avoid tax by permitting an allocation to the 
holders of one class of shares of amounts which would subsequently be distri- 
buted to the holders of another class of shares. We reviewed the capital 
structures of most of the publicly traded companies and found very few 
examples that currently could lead to this kind of difficulty. Therefore, 
legislation to limit allocations when there were two or more classes of 
shares outstanding that participated to a different extent in profits and 
on liquidation would inhibit the actions of only a few companies. A 
corporation which was unduly restricted by the legislation could revise its 
capital structure so as to be able to take advantage of the allocation 
procedure. This could be done without adverse tax consequences, having 
regard to our proposals in Chapter 15 with respect to corporate 


reorganizations. 


Where income was allocated to one shareholder and was later distributed to 


another person who had subsequently acquired the shares, there would ordinarily 
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be no deferment or avoidance of tax because of the proposed full taxation 

of capital gains and full allowance of losses. This is explained more fully 
later in this appendix. However, if the shares were sold at an artificial 
price, either in a non-arm's-length transaction or under an option or other 
agreement, there might be such a deferment or avoidance, particularly if the 
transaction was between a resident and a non-resident. This problem would 
exist in the case of a capitalization of surplus, particularly a capital- 
ization which did not involve a stock dividend, as well as in the case of 
allocations. In Chapter 19 we have suggested some provisions with respect 
to allocations which should prevent most such avoidance and deferment 

of tax. Similar provisions may also be necessary with respect to capital- 


izations. 
Other Types of Distribution 


The types of distribution or allocation described above would be the 
usual methods used to pass credit for the corporation income tax to Canadian 
shareholders. Under the present tax system, additional tax is usually 
exigible on all corporate distributions, and accordingly the legislation is 
drafted in such a way as to ensure that anything which could amount to a 
distribution of income is taxed. However, under the proposed tax system, 
distributions of corporate income to residents would ordinarily result in 
no further tax and in many cases a refund of tax. This change in emphasis 
suggests that the legislative approach to defining what constituted a distri- 
bution of income could be more restrictive. Possibly only certain described 


types of distribution would be permitted to carry a tax credit. 


However, there would be instances where additional tax would be payable 
upon a distribution of surplus by the corporation. For resident shareholders 
this could arise in respect of distributions of income untaxed to the corpo- 
ration because of incentive legislation but taxable on distribution. 
Similarly, if the corporation had foreign direct investment income, under 


Our proposals in Chapter 26 an additional tax would be payable on distribution. 
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In Chapter 19 we have suggested the tax treatment which we consider should 
apply in the case of the most common types of distribution. However , 


this would have to be considered carefully when drafting the legislation. 


Non-resident shareholders would not be affected by allocations 
of income and would continue to be subject to withholding tax on dis- 
tributions. The present provisions for determining the taxability of 
distributions to non-residents seems appropriate and should be continued 
in substantially its present form, subject to our recommendations in 


Chapter 26. 


Sale of Shares Before 
Distribution or Allocation 


This section describes how integration would operate if the shareholder 
sold his shares after income had accrued but before it had been distributed 


or allocated. 


The shareholder who was selling his shares would wish to obtain 
a price which, in respect of earnings to date, would give him the 
same result as if he had waited for the distribution or allocation, As is 
indicated above, if he waited to receive a distribution or allocation 
he would obtain a benefit measured by reference to the corporation 
income before tax less his personal tax thereon. Because share gains 
would be fully taxable, he would therefore expect his selling price to 
reflect the before-tax corporate income accrued and not distributed or 


allocated at the time he sold the shares. 


Assume that an individual purchased a share for $1,000 and held it for 
a year, during which time his share of the before-tax corporate income 
accrued but not distributed amounted to $100. If he was going to sell his 


share he would wish to obtain a price equal to the same amount after tax as 
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if a distribution had been made. Because on a distribution he would recover 
$100 less his personal tax, he would seek to sell his share at a price of 
$1,100, which would equal his original investment of $1,000 plus the corpo- 


rate income before tax. 


For his part, the potential purchaser would expect to pay no tax and 


possibly to obtain a refund of tax on the forthcoming distribution. 


Tax Bracket of Purchaser 


10%, 320% 50% 
Income distribution (grossed-up) $100 $100 100 
Personal tax 10 0) 50 
Corporation tax credit (50) (50). (50) 
Net tax refund or credit $(40) $(20) aaa 


However, if as a result of the distribution, the value of his share decreased 
by $100 and if he resold it immediately for $1,000, the loss of $100 would 
be deductible and would "wash" out the income distribution. In the end 
result, he would obtain a refund of the full corporation tax on the income 


accrued in the purchase price. 


Tax Bracket of Purchaser 


10% 30% 50% 
Tax refund on distribution, as 
above $ oO $ 20 $ - 
Tax reduction from loss of $100 
on resale of share 10 20 50 
Total tax refund or credit $ 50 $56 % 50 


Another way to illustrate the overall result for the purchaser is as 


follows: 
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Tax Bracket of Purchaser 


10%, 30% 50% 


Income distribution (grossed-up) $100 $100 $100 
Loss on sale of share immediately 

after distribution LOO 100 OP LOO | 
Income for tax purposes - ~ - 
Corporation tax credit 50 50 50 
Cash dividend ee 50 50 


Total proceeds, equal to price paid 
for the undistributed income and 
equal to loss on resale of share $100 $100 LOO 


Under these conditions the purchaser could therefore pay a price which 
included the corporate income before tax and the corporate income reflected 
in the sale price would have been taxed at the rate of the individual who 
owned the share during the period the income accrued. However, it can be 
argued that ordinarily the conditions assumed above would not exist. The 
purchaser might not know the amount and time of the next distribution, and 
might not intend to resell the share in the near future. More important, 
the market price of the share would depend so much on other factors, such as 
expected earning power, that it would not merely reflect earnings to date, 
Nevertheless, an equitable tax result should also obtain under these 


conditions. 


Assume that the selling price of the share was not $1,100, but rather 
$1,070, and that, as before, the purchaser later received a distribution of 
$50 and resold the share for $1,000. Assume further that the tax brackets 
of the selling and the purchasing shareholders were 30 per cent and 10 per 
cent respectively. The total tax collected on the $100 of corporate income 


would then be as follows; 
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From the Corporation 
Income of $100 taxed at 50 per cent $50 


From the Selling Shareholder 
Gain on sale of share $70 


Personal income tax at 30 per cent at 


From the Purchasing Shareholder 


Income distribution (grossed-up) $100 
Loss on resale of share eee 
Taxable income _$30_ 
Personal income tax at 10 per cent ae: 
Credit for corporation income tax _(50) (47) 


2h 


Because the $100 of income bore a tax of $24 even though it was earned 
during ownership by a shareholder in the 30 per cent bracket, it might appear that 
the income was undertaxed. However, the fact of the matter is that the 
30 per cent shareholder only realized $70; a profit equal to the remaining 
$30 was realized by a taxpayer in the 10 per cent bracket and the total tax was 
therefore reduced by $6. Whether the income should have been realized by 
these individuals in this way is not relevant to the tax system; the important 
thing is that the tax was imposed equitably on the gain finally realized by 


each individual. 


This illustration demonstrates that the taxation of the income of the 
corporation is only an interim step to the taxation at personal rates of the 
gain actually realized by the individual Canadian sean ders With the 
full taxation of share gains and full deduction of share losses, combined 


with a full credit for the corporation tax, such a result can be achieved. 


It is true that temporary overpayments of tax would occur in two 
different sets of circumstances. First, a delay between the sale of a share 


and the distribution or allocation of income which was included in the price 
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of the share would result in overpayment, for in that interval both corpo- 
ration and personal income taxes could have been paid on the same income. 
However, with a high level of distribution or allocation, this delay would 
usually be for less than a year and the temporary overtaxation should not 
be serious. As already explained in Chapter 19, far from inhibiting a high 


level of distribution or allocation, the proposed system would encourage it. 


In the second place, temporary overpayment of tax would arise from a 
lapse of time between the distribution or allocation of the income to the 
purchasing shareholder and the subsequent resale of the shares. During 
that period personal income tax would have been charged to the purchaser on 
an amount of corporate income, even though this income was reflected in the 
purchase price of the shares and accordingly when distributed it could be 
Said to represent a recovery of part of the purchase price. The offsetting 
reduction in personal income tax would not take place until the share was 
resold. At the same time as the purchaser was waiting for a deduction for 
the loss in share value in this respect, he would not, of course, have to 
accrue Offsetting increases in the value of his shares. If there were no 
such offsetting increases and if he chose to revalue his shares as proposed 
in Chapter 15, he would not have to await the time of disposal for recog- 


nitionr of, thei Loss ; 


It therefore appears that the income of corporations accruing to 
resident shareholders can be taxed in an equitable manner, particularly 
where the shares are publicly traded and there is an established market 
value for them. Furthermore, this process does not require that corporate 
income and corporation tax thereon be identified with the shareholder who 


owned the shares at the time the income accrued. 


For resident shareholders, the achievement of the desired objective 
depends on the full taxation of share gains, the full deduction of share 
losses and a full credit for the corporation income tax. However, where 


non-resident shareholders are involved, the conditions change. It does not 
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seem practicable for Canada to tax share gains realized by non-residents. 
However, it would be of concern to the Revenue if the corporation tax on 
income which accrued to non-resident owners was actually refunded upon  subse- 
quent distribution of the income to residents who purchased the shares. 
This avoidance problem is discussed in Chapter 19 and recommendations are 
made there to resolve it. 
Sale of Shares After Allocation 
But Before Distribution 

Shareholders would often sell their shares after income had been allo- 
cated to them but before it was actually distributed. The shareholder to 
whom the allocation was made would include the allocation in his income on 
a grossed-up basis and would obtain credit for the corporation income tax. 
The purchaser would receive a distribution out of the amount previously 
allocated and would not include this distribution in his income but would 
treat it as a realization of capital, that is, as a reduction in the cost 
basis of the shares. Accordingly, the amount which he received on the 
distribution would be added to the profit which he would make on the eventual 
disposition of the shares. However, if he purchased the shares at their 
fair market value, which took into account the previously allocated income, 


there would not be an undue deferment of tax liability. 


Assume that a corporation with one shareholder had paid-up capital of 
$100 and earned profits of $1,000 which had been subject to corporation 
tax of $500. Assume also that the remaining after-tax income of $500 was 
allocated to the shareholder, and that he then sold the shares for $600, 
which was equal to the book value of the assets of the company. The position 


of the vendor would be as follows: 
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Income allocation (grossed-up) 


Personal tax 
Less corporation tax credit 


Net tax refund or credit 


Proceeds from disposal of shares 
Less original cost of shares 


Less increase in the cost 
basis on allocation 


Gain or loss on sale 


Tax Bracket of Vendor 


10h = 30 508 


$ 100 
pata 
$400 
$ 600 

100 
5500. 


$1,000 
$ 300 
iii 2.8) 
$ 200 
$ 600 

100 
eer 5Q0. 
a 


$1 ,000 
$ 500 
500 
$ 600 
100 
500 


Assume that after the sale was completed the corporation distributed 


its after-tax income of $500. The position of the purchaser would be as 


follows: 


Cost of shares 

Less return of capital on 
distribution of previously 
allocated income 


Revised cost basis 


$ 600 


500 
$ 100 


If the shares had been transferred at an artificially low price, for 


example at $300, the vendor would have realized a loss of $300 on the sale. 


In the absence of special provisions, he would have been entitled to deduct 


this loss from other income. The purchaser would have acquired the shares at 


$300 and would then have received a distribution of $500 by way of a return of 


capital. This would have resulted in $200 being included in his income and 


the cost basis of his shares being reduced to zero. 


Accordingly, tax on an 


amount of $100, which would have been the value of the shares following the 


distribution, would have been deferred. 


This is equal to the difference 


between the loss claimed by the vendor ($300) and the amount included in the 


income of the purchaser ($200). The following rules should be applicable in 


these circumstances: 
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If the shares were transferred in a transaction which was not bona fide 
and at arm's length, the transfer should be deemed to have taken place 
at the fair market value, and the vendor should then be deemed to have 
made a gift to the purchaser equal to the difference between the fair 
market value and the sale price. Accordingly, in the last example, the 
sale would be deemed to have taken place at $600 and the vendor would 
not be entitled to deduct the loss arising on the sale. The purchaser 
would be in the same position as if the shares had been purchased for 
$600, but in addition he would be required to include a gift of $300 


in his income. 


If shares owned by a resident shareholder were acquired by another 
resident under an option or agreement in an arm's length transaction at 
a price that was less than their fair market value, the purchaser on 
acquiring the shares should be deemed to have disposed of them immedi- 
ately at the fair market value and to have then reacquired them at the 
same price. The purchaser would then be immediately subject to tax 
upon the profit which arose on the exercise of the option or on the 
completion of the agreement ($600 less $300), which would be the amount 
of the loss deducted by the vendor. Upon receiving the distribution of 
$500, his cost basis would be reduced to $100, which would be the 
assumed value of the shares. In this example, it is assumed that the 
fair market value of the shares would be the same as the book value of 
the assets. If this was not the case, the application of this rule 
would nevertheless give a reasonable and consistent result for tax 


purposes. 


If the purchaser was a non-resident who acquired the shares under an 
option or agreement or other right, the tax position of the vendor 
should be adjusted so that allocations made to him while the non- 
resident had a right to acquire the shares less amounts distributed to 


him during that period as a return of capital would be disregarded for 


tax purposes. If there was a firm agreement for the sale to a non-resident, 
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these allocations should be disregarded in the first place, since the 
non-resident would be in effect the beneficial or equitable owner of 
the shares. If a non-resident had an option to acquire the shares, the 
accounts of the vendor should be adjusted only when the Option was exer- 
cised, since until then it would not be known whether the option would 
be exercised. However, if the option was exercised, interest should be 
charged on the net tax refunds or credits which had been obtained by 
the vendor while the option was outstanding. A person whose shares were 
under option to a non-resident should have the right to leave the amount 
of such net refunds or credits on deposit with the government to avoid 


such interest being charged. 


Suppose that in the above case, when the corporation was originally 
formed a non-resident obtained an option to acquire the shares for $300 
and that this option was exercised after the corporation had earned 
before-tax income of $1,000. After adjustment under the rule outlined 
above, the position of the vendor would be as follows: 

Cost basis to vendor (unadjusted 

by allocations) $100 

Personal tax - 

Corporation tax credit ~ 

Sale price 300 


Gain on sale 200 


This gain would be subject to tax at the vendor's personal rate. No 
credit would be allowed for the corporation tax, this being consistent 
with what the position would have been if the non-resident had owned 
the shares throughout the period, However, if the vendor had received 
a taxable dividend during the period, it should be included in his 
income on a grossed-up basis and he should receive credit for the corpo- 
ration tax in the same way as any other resident, since he would have 


enjoyed the benefit of that income. This treatment should also apply 
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to any amounts allocated to him which were subsequently actually distri- 
buted to him as a return of capital, since this combination of events 


in substance would be equivalent to the payment of a cash dividend. 


The rules referred to above would also be necessary in the case of a 
capitalization since it would have the same effect for tax purposes as an 


allocation. 
A METHOD OF ACCOUNTING AND REPORTING 


A variety of procedures is available for recording transactions under 
the proposed integration of corporation and personal income taxes. The pro- 
cedure actually adopted would depend on the purposes to be served and on 
practical considerations such as convenience and enforcement. The purpose 
of the following exposition will be to demonstrate one method of dealing 
with some of the circumstances which are likely to arise. Improvements 
could be made after further study and experience, and limited variations 
might be necessary to accommodate particular incentive policies of the 


government. 


Certain basic alternative methods would be available for accomplishing 
the integration of the two levels of tax, and the choice of method would 
affect the accounting procedures to be followed by the corporation and the 
nature of the reporting to shareholders. One method would involve tracing 
through to the shareholder the various sources from which the distribution 
was made, such as regular income taxed at the full corporate rate, income 
taxed at incentive rates and foreign direct investment income ae Such a 
procedure would give the shareholder detailed information about the sources 
of the corporation's income, and might enable certain objectives of the tax 
system to be carried through to the individual shareholder. For example, 
foreign direct investment income could be taxed at the individual rate of 
the shareholder with a credit for the actual or deemed foreign tax paid, or 


income eligible for an incentive could be taxed at a reduced personal rate. 
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However, such a procedure would obviously require complex accounting and de- 
tailed reporting to the shareholder and would probably create compliance 


problems. 


Another alternative would be to combine the various sources of the distri- 
bution, which may have been taxed at different rates or not taxed at elhyuto 
calculate the average rate of tax paid, and to report to the shareholder a 
combined amount of income on which the average rate of tax could be claimed 
as a credit by the shareholder. The rate of tax credit applicable to distri- 
butions would then vary from one corporation to another, depending on the 
particular mix of various types of income. In addition, any material dif- 
ference between the tax rate based on final assessment and the estimated rate 
reported to shareholders for tax gross-up and credit purposes would imply a 
reopening of shareholders' tax returns u/, This would not be practical. Con- 
sequently, shareholders of different classes and successive holders of the 
Same shares could be materially affected by any inaccuracies in a corporation's 
first estimate of the tax rate. This would place too high a premium on tax 


estimates. Moreover, it could give rise to manipulations as well as errors. 


We think it is important that corporate distributions and allocations 
should carry a uniform rate of tax credit, equal to the current statutory 
rate of corporation tax. The simplest way of achieving this would be to 
treat every allocation and every distribution other than a return of capital 
as carrying a tax credit at the current rate of corporation tax and to con- 
trol the tax credits passed to shareholders by keeping a record of the corpo- 
ration tax paid by the corporation. While this method is fairly simple and 
Should operate satisfactorily, it presents some problems. Distributions or 
allocations out of some types of income which had not borne tax at the full 
rate, such as income from foreign direct investment, would necessarily be 
subject to a further tax on distribution or allocation to the shareholders. 
Furthermore, certain distributions, such as a dividend out of financial 
surplus, where there was no surplus for tax purposes, might better be 


treated as a reduction of the cost basis of shares than as income. 


App. H 


678 


The accounting and reporting procedures which follow should not be 
read as precluding the adoption of an alternative procedure. Their primary 
purpose is to demonstrate that modifications can be made which will meet 
these problems and yet at the same time maintain a uniform rate of tax credit 


for the shareholder. 


We would expect that the provisions could be designed in such a way 


that there would be basically two types of distributions: 


is Distributions of income which had been subject to corporation tax (or 
were deemed to have been subject to corporation tax) when earned or, 
in some instances referred to above, at the time of distribution. These 
distributions would be included in the incomes of the shareholders on 
a grossed-up basis and credit would be allowed for the corporation tax 


as outlined above. 


ae Distributions which represented a return of capital. These would 

include distributions made on a redemption of shares, dividends paid 

out of income previously allocated but not distributed and distributions 
out of surplus accrued as at the effective date of the legislation or 
out of any other financial surplus of the corporation. Such distri- 
butions would not be included in the shareholder's income but would be 
applied to reduce his cost basis of the shares. If any such distri- 
bution should exceed the cost basis of the shares the excess would be 


included in his income. 


By their very nature, all allocations would be from income as described 
in 1 above. Later in this appendix we discuss the order in which these 


types of distributions would be made. 
Accounting by the Corporation 
The financial accounts and the financial statements of the corporation 


would be along much the same lines as at present, with the corporation income 
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tax being a deduction in arriving at both the final amount of income for the 
year and the accumulated surplus. Additional accounts could be provided, and 
the balance reported, 5/ largely for the information of shareholders and in- 
vestors generally, so that they would be aware of the tax status of surplus 


and the tax credits available in respect of future distributions or allocations. 


The additional accounts to be maintained by the corporation might 


include the following: 


1. A record of the income of the corporation subsequent to the effective 
date of the legislation which had been Subject to corporation tax at 
the full rate and which had not been allocated or distributed to share- 
holders. This would be the grossed-up income applicable to the Corpo- 
ration tax account referred to below. This account will be referred 


to as the Taxed Income account. 


ae A record of corporation tax payments at the full corporate rate which 
were available as a credit to shareholders upon distribution or allo- 
cation. This account will be referred to as the Corporation Tax 


account. 


ps A record of untaxed income which, under incentive legislation, was not 
to be taxed at the corporate level but was to be taxed in whole or in 
part upon distribution to shareholders. This account will be referred 


to as the Incentive Income account. 


4, A record of foreign direct investment income that had been received 
but not yet allocated or distributed to shareholders. This account 


will be referred to as the Foreign Income account. 


De A record of tax paid or deemed to have been paid in respect of foreign 
income from direct investment, which was available for credit on distri- 


bution. This account will be referred to as the Foreign Tax account. 
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6. A record of surplus which had been allocated to shareholders or had 
accumulated prior to the effective date of the legislation or was 
otherwise available for distribution to the shareholders as a return 
of capital. This account will be referred to as the Non-Taxable Surplus 


account. 


To provide an analysis of the financial surplus, it would be necessary 
to maintain these accounts. A record of "Reconciling Items" for other 
differences between the tax accounts and financial surplus might also be 
needed. Such differences could arise, as they do now, from claiming capital 
cost allowances which differed from the depreciation recorded in the financial 


statements or from revaluation of fixed assets. 


The procedures in respect of foreign income would pertain only to those 
corporations which had direct investment abroad. The Foreign Income and 
Foreign Tax accounts would be used in a manner similar to the Taxed Income 
and Corporation Tax accounts, and accordingly will not be referred to specifi- 


cally in the examples appearing later in this appendix. 
Order of Distribution 


The order in which distributions would be considered to come from these 
various accounts is also of concern. There would be some attraction in 
allowing discretion as to the order, and in most cases where all the corpo- 
rate income had been fully taxed this could probably be done. However, 
where there were significant amounts of income from foreign direct investment 
or income untaxed as a result of incentive legislation that called for tax 
on distribution, reporting of distributions from these sources would tend 


to be unduly postponed, with a resulting deferment of tax. 


A required order for determining the source of distributions would 
therefore seem necessary. The logical starting point would be income which 
had been fully taxed. Because distributions from this source would carry a 


claim on the government for the full corporation tax, this would be a natural 
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choice for the shareholder in any event. Where a corporation had income 

from foreign direct investment, the grossed-up amount of such income should 
be regarded as being distributed pro rata with the fully taxed income; this 
would not only seem logical, but would prevent postponement of the additional 
tax which might be payable on distribution of income from abroad. Further 
distributions of surplus should then be considered to come from income which 
was untaxed as a result of incentive legislation that called for tax on 
distribution; this would permit postponement of tax thereon as long as distri- 
butions of income with full credit were being made, but not when distri- 
butions were made by way of return of capital. Sener further distributions 
would come out of non-taxable surplus and would be treated by resident share- 
holders as a return of capital and applied in reducing the cost basis of 


their shares. 


In determining the order of distribution, the income of the corporation 
for the fiscal year in which the distribution was made probably should be taken 
into account. If this were done and if a corporation made a distribution 
which exceeded the total of its income for the year and all prior income 
which remained undistributed and unallocated, the exact division of the 
distribution as between the part which represented a distribution of income 
and the part which represented a return of capital would not be known until 
after ree end of the year. This should not present a serious problem because 
the distribution would be made on the basis of an estimate and the exact 
breakdown for use by the shareholder in preparing his tax return would be 
reported to him after the end of the year. If the income of the corporation 
was subsequently varied by reason of re-assessment, then the corporation 
should be responsible for making the necessary adjustments at that time. 
There should not be an unduly large number of adjustments to the returns of 
shareholders because corporations would normally make distributions or 
allocations out of the Taxed Income account and this would not often be 
reduced on assessment. For purposes of administrative convenience it might 


be provided that minor changes in corporate income on re-assessment, not 
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exceeding a stipulated percentage of such income, say, 5 per cent, would 
not need to be reflected in amended returns of the shareholders but could 
be taken into account in the subsequent year in which the corporation's 


liability for tax was ultimately determined. 


At the time of distribution the corporation would make any additional 
tax payments which might be necessary to enable the uniform rate of tax 
credit (equal to the rate applicable to corporate income) to be available 
to the resident shareholder. For example, such additional payments might 
be necessary for distributions or allocations out of untaxed incentive 


income or out of income from foreign direct investment. 


Where a corporation received a taxable distribution or an allocation 
from another taxable Canadian corporation, it would include the grossed-up 
amount in its Taxed Income account, and the tax credit in its Corporation 


Tax account. 
Reporting to the Shareholders 


Because the integration of corporation and personal income taxes would 
apply only to resident shareholders, the changes in reporting would apply 


mainly to distributions or allocations to residents. 


The form for reporting distributions or allocations to resident share- 


holders could contain five items: 


1. The income before tax, that is, the "grossed-up amount" of the distri- 


bution. 
as The tax already paid or deemed to have been paid thereon. 
br The net amount of income represented by cash. 


un, The amount of the distribution which was considered to be a return of 


capital and was to be applied to reduce the cost basis. 
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ae Where the distribution was a stock dividend or other capitalization 
of surplus, or where there was an allocation of Surplus without a 


capitalization, the amount that was to be added to the cost basis. 


With the uniform rate of tax credit, it would be possible for a corporation 
to issue only one reporting form each year, as is now done, although share- 
holders would wish to be informed currently of the details of any 
distribution or allocation involving an adjustment of cost basis so they 


could calculate the taxable gain on a sale of their shares. A form for 


annual reporting to shareholders is shown in the following illustration: 


Resident Shareholder 
Report Claim as Change Cost Cash 
as Income Tax Credit Basis (+ or - Payment _ 


In practice, further details Supporting the cost basis adjustment would be 


given on the form or in an attached letter. 


For non-resident Shareholders, the reporting would be much the same as 
at present because actual or deemed distributions would continue to be 
Subject to withholding tax. The reporting form for non-residents could 


therefore be as follows: 


Non-Resident Shareholder 


Gross Withholding Net 
Distribution Tax Distribution 


This form would be used for a cash dividend, a stock dividend or any 
other capitalization of Surplus. It obviously would be necessary for a cash 


dividend to be paid in addition to any stock dividend or other capitalization 
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in order that the non-resident tax could be withheld. An allocation of 
surplus to shareholders without a capitalization would not need to be 
reported to non-resident shareholders, because its purpose would be solely 
to enable the portion of corporate income accruing to resident shareholders 
to be taxed at the appropriate rates of those shareholders. However, non- 
resident withholding tax would apply to any subsequent distribution or 


capitalization of such allocated surplus. 
ILLUSTRATIONS 


Presumably, the bulk of corporate distributions would be derived from 
business income taxed at regular corporate rates. Distributions in cash 
would no doubt continue to be important, but distributions by way of stock 
dividend or other capitalization of surplus and allocations of surplus without 
its capitalization could be expected to come into wide use. The following 
illustrations deal first with ordinary business income distributed or allo- 
cated in these various ways, and then with modifications which would be 
required for special features. A 15 per cent rate of non-resident withholding 
tax is used in the examples. 


Ordinary Business Income Taxed 
at Regular Corporate Rate 


Cash Distribution. If a corporation earned taxable income of $500, paid 
corporation tax thereon of $250, and then paid.a cash dividend of $200, the 


entries in its tax and surplus accounts would be as follows: 


Taxed Corporation Other Financial 
Item Income Tax Accounts Surplus 
Income $500 $250 $250 
Cash Dividend (400) 200 (200) 
Balances $100 $ 50 $ 50 
=—=== =—=—= ee 
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The dividend would be reported to shareholders as follows: 


Resident Shareholder 


Change Cost 
Basis 


Report 
as Income 


Cash 
Payment 
| veo 


$200 


Gross 
Distribution 


$200 


Stock Dividend or Other Capitalization of Surplus. If the distribution was 


by way of stock dividend or other capitalization of surplus, the entries in 


the corporation's tax and Surplus accounts would be the same. 


Taxed Corporation Other Financial 
Item Income Tax Accounts Surplus 
Income $500 $250 $250 
Stock Dividend (400) 200 (200) 
Balances $100 $ 50 $ 50 

SS ——=—== = 


The only difference in the corporation's accounts would be an increase 
in the capital instead of a decrease in cash. Management could supplement 
the reporting form with details of the capitalization, including instructions 
to resident shareholders concerning the cost basis adjustment. For a stock 
dividend, the increase in cost basis would be assigned to the new shares 
issued, unless the stock dividend was in the same class of shares, in which 
case the increased cost basis would be Spread over the increased number of 
Shares of that class. For a capitalization without a stock dividend, the 
increase in cost basis would be Spread over the existing number of shares of 
the particular class. The distribution would be reported to resident share- 
holders as follows: 
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Resident Shareholder 


Report Claim as Change Cost Cash 
as Income Tax Credit Basis (+ or - Payment 


$4.00 + $200 


As was indicated earlier, where there were non-resident shareholders 
it would be necessary that a cash dividend accompany any stock dividend or 
other capitalization, so that tax might be withheld from the non-residents. 
If the stock dividend or other capitalization referred to above was accompa- 
nied by a cash dividend of $40 to all shareholders, the distribution would 


be reported to non-residents as follows: 


Non-Resident Shareholder 


Gross pre e 
Distribution NY Rlopisangg 


a es dec 


The net distribution to non-residents, assuming a 15 per cent non-resident 


withholding tax, would include $4 in cash. 


Allocation of Surplus Without Capitalization. If there was an allocation 


of surplus without capitalization, the corporation's tax accounts would 


reflect the allocation but there would be no change in the financial surplus. 


Taxed Corporation Other Financial 
Item Income Tax Accounts Surplus 
Income $500 $250 $250 
Allocation (400) (200) 200 - 
Balances 100 $ 50_ $250 © 


The corporation's records would reflect a transfer of $200 from ordinary 


surplus to Non-Taxable Surplus instead of a decrease in cash of that amount. 
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Resident shareholders would be instructed in the reporting form to 
increase the cost basis of their shares by the net amount of the allocation. 
For tax purposes, a portion of the corporation's surplus would thus be allo- 
cated to the shareholders, and when they subsequently realized upon it by 
selling their shares it would not be taxed again. If Nealivaticn of this 
amount took the form of a cash distribution out of the Non-Taxable Surplus, 


the cost basis of shares would of course be correspondingly reduced. 


The allocation would be reported to resident shareholders as follows: 


Resident Shareholder 
Report Claim as Change Cost 
as Income Tax Credit Basis (+ or - 


Here again management would presumably wish to supplement the reporting 


Cash 
Payment 


form with an explanation of what had occurred. There would be no reporting 
to non-resident shareholders because the allocation of surplus for tax 
purposes would only relate to resident shareholders. It should be noted, 
however, that in the corporation's tax accounts the amount deducted from the 
Taxed Income and Corporation Tax accounts in respect of the allocation would 
be the full amount allocated including the amount allocated to shares held 
by non-residents. If this was not done, then the corporation tax on income 
accruing to non-residents could be refunded to residents on a subsequent 
allocation. 
Distributions Out of Opening Surplus 
and Other Differences Between 
Financial and Tax Surplus 

The financial surplus of a corporation will frequently exceed the 
amount in the Taxed Income account. The difference would include the surplus 
existing at the time of implementation of the proposed system. It would also 


include amounts allocated but not distributed to the shareholders. In 
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addition, differences may result because the income shown in the corporation's 


accounts differs from the income as determined for tax purposes. 


We have recommended that distributions in excess of the balance in the 
Taxed Income account should be treated as a return of capital and applied 
to reduce the cost basis of the shares owned by resident shareholders. 
Assuming that a corporation with no amount outstanding in its Taxed Income 
account makes a distribution of $5,000 out of its financial surplus, there 
would be no entries in the corporation's tax accounts but only a reduction 


of cash in the amount of $5,000 and a similar reduction in financial surplus. 


The reporting to shareholders would be as follows: 


Resident Shareholder 
Report ~ Claim as Change Cost 
as Income Tax Credit Basis (+ or - Payment 

am Rae NNN $5,000 


Assuming that the distribution was by way of dividend or under a 


procedure which would result in a deemed dividend, the reporting to non- 


resident shareholders would be the same as under the present law and would 


be as follows: 


Non-Resident Shareholder 


Gross Withholding Net 
Distribution Tax Distribution 
$5 ,000 $750 $4,250 


Accelerated Capital Cost Allowances 


As is indicated in Chapter 22, the regular capital cost allowances for 
tax purposes are often in excess of the depreciation considered necessary 
for financial reporting, and it is therefore common for financial surplus 
as recorded in the accounts to be greater than the surplus measured- by tax 


rules. Furthermore, special acceleration of the capital cost allowances may 
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be considered an appropriate type of tax incentive in some circumstances, 
Examples are the recommended incentive for new and small businesses and 

the accelerated write-offs for the mining and petroleum industries, as well 
as the accelerated write-offs which are now allowed in designated areas, 

The system for integrating corporation and personal income taxes must there- 
fore be designed to deal with distributions out of financial surplus which 
represent the excess of the total capital cost allowances taken, including 
accelerated capital cost allowances, over the maximum capital cost allowances 


which could have been taken on the normal basis, 


One possible approach would be to regard distributions from this 
financial surplus as advance distributions of income, to be subjected to the 


regular corporation tax rate upon distribution, 


To do this would appear on one hand to be a reversal of the rules 
established for the measurement of business income, On the other hand, it 
can be argued that the purpose of the incentive was to provide additional 
funds to the corporation and once the corporation was ina position to distri- 
bute these funds then it would only be reasonable to "recapture" the reduction 
in tax resulting from the incentive, In addition,there would be some advantage 
to taxing a "distribution" at the time the shareholder received the cash from 
which the tax would be paid, However, this recapture could not be applied to 
accelerated capital cost allowances that were equally available to unincorporated 
businesses, Moreover since it would not be practical to subject such unincorpo- 
rated businesses to equivalent treatment, to do so in the case of corporations 
would be to treat different kinds of business organization differently for 
tax purposes, A major goal of the integration proposal is to provide neutral 
tax treatment between different kinds of business organization to the fullest 


extent practicable, 


Another approach would be to regard a distribution from this source as 
being a partial realization of the cost basis of the shares, since it would 
be made out of surplus which did not yet exist for tax purposes, We prefer 
this latter approach and it is illustrated below, 
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In due course the capital cost allowances for tax purposes would 
become less than the normal capital cost which could have been taken if 
there had been no accelerated depreciation, and the surplus for tax purposes 
would come closer to that for financial purposes. For resident shareholders 
the applicable personal tax would not be payable until accumulated book 
allowances became equal to accumulated tax allowances or until the share- 
holders disposed of their shares. Non-resident withholding tax would be 
payable on any distributions to non-residents, but the applicable corpo- 
ration income tax would not be payable until accumulated book allowances 


became equal to accumulated tax allowances. 


Assume that in one year a corporation, after claiming capital cost 
allowances, had income for tax purposes of $8,000, but that if it had claimed 
only the maximum normal capital cost allowances its income would have been 
$15,000. Assume that a cash dividend of $6,000 was then paid. As only 
$4,000 was available for payment out of taxed income, the remaining $2,000 
would be regarded as a return of capital. The entries in the corporation's 


tax accounts would be: 


Taxed Corporation Other Financial 
Item Income Tax Accounts Surplus 
Taxable Income $8 ,000 $4,000 $7,000 $11,000 


Cash Dividend (8,000 ) (4,000) (2,000 ) (6,000 ) 
Balances - = $5,000 $ 2.2900 


Note that, as we indicated earlier, the distribution would be deemed to have 
been made out of taxed income first. The reporting to shareholders would be 


as follows: 


Resident Shareholder 


as Income Tax Credit Basis (+ or - Payment 
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Non-Resident Shareholder 


Gross Withholding Net 
Distribution Tax Distribution 


If the distribution of financial surplus arising from accelerated 
capital cost allowances was in the form of a stock dividend or other capital- 
eta of surplus, the entries in the corporation's tax accounts would be 
unchanged. The reporting to resident shareholders would no longer show a 


net realization of the cost basis of Shares, since the additional $2,000 


would be a capitalization of Surplus not yet measured for tax purposes: 


Resident Shareholder 


Report Change Cost 


Claim as Cash 
as Income Tax Credit | Basis (+ or -) Payment 


For a stock dividend in the same class of Shares, the increased cost 


basis would have to be spread over the greater number of shares of that 
class. For a stock dividend in a different class of shares, a cost basis 
equal to $6,000 would be assigned to the shares issued and $2,000 would be 
deducted from the cost basis of the shares on which the dividend was 


declared. 


A non-resident shareholder would still be subject to withholding tax 
on the full amount of the stock dividend or capitalization (assuming that 
the corporation had undistributed income on hand of at least that amount), 
since the amount capitalized could eventually be realized by the non-resident 
without withholding tax. Again a portion of the distribution would have to 
be in cash in order to provide for the withholding tax. The reporting to 
the non-resident shareholder would be the same as in the case of a cash 
dividend. 
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Incentives Other Than Accelerated 
Capital Cost Allowances 

It is emphasized in this Report that tax incentives are not usually 
the most appropriate means of attaining a desired goal and that they 
should be used infrequently. One type of tax incentive that might be 
used is the acceleration of capital cost allowances, which has already 
been illustrated. Under certain circumstances the government might 
consider that the postponement of income tax provided by the acceleration 
of capital cost allowances was not sufficient and that a greater incentive 
was required. We have suggested that an investment tax credit would 
be one of the best types of incentive for this purpose; a subsidy 
which did not depend for its effect on the offsetting of a tax liability 


would be another possibility. 


The funds provided by an investment tax credit would ordinarily 
be related to a tax liability and would produce a saving in tax, thereby 
improving the yield from an investment. Under the proposed corporation 
tax system, a useful procedure would be to provide that a particular 
type or amount of income was not subject to corporation income tax, 
but that corporation income tax would be deemed to have been paid 
thereon. It could also be provided that upon distribution to the 
shareholders of the amount deemed to have been paid as corporation 
income tax, the corporation would be subject to tax on that amount. 
The effect would be the same as if the corporation tax had been paid 
and a subsidy received for the same amount, with a provision that on 
distribution of the subsidy to the shareholders, corporation tax would be 


payable thereon. 


For example, assume a total investment tax credit of 10 per cent 


of $500,000, or $50,000, available for offsetting the annual corporation 
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income tax liability until the income resulting from the saving in tax 

was distributed. Assume also that the corporation earned income of 
$100,000, was deemed to have paid corporation tax of $50,000 and 
subsequently paid cash dividends of $50,000 and $25,000. The corpobabtents 


tax accounts would be as follows: 


Taxed Corporation Other Financial 
Item Income Tax Accounts Surplus 
Income $100 ,000 $50 ,OCO $50 ,000 $100 ,000 
Cash dividends: 
1. $50,000 ($100,000) ($50,000) ($50,000) 
2. $25,000 ($50,000) ($50,000) 
Balances = i 


The first cash dividend, which would represent a full distribution of 
the regular income of $100,000, would carry a tax credit for $50 ,000 
even though no tax was paid. The additional asset Or $50,000 created 
by the investment tax credit has been treated in this example as 

income which upon distribution would be subject to 50 per cent 
corporation income tax and reported as income of the shareholder. 

The cash dividend from this source would be therefore only one half 

of $50,000, with the other $25,000 being paid in tax by the corporation 


at the time of distribution. 


The reporting to shareholders would be as follows: 
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Resident Shareholder 


Report Claim as Change Cost Cash 


as Income Tax Credit Basis (+ or -) ayment 


$50 ,000 
$25,000 


Non-Resident Shareholder 
Gross Tax Net 
Distribution Withheld Distribution 


It will be noted that the following effects would be achieved by this 


special tax measure: 


ka The corporation would have been able to maintain a full distribution 
of its regular income with ordinary tax credits to shareholders and yet 
its tax payment to the government would have been reduced by $50,000, 


thereby supplying it with more funds. 


2. When the corporation later distributed the corporation income tax saving 
to shareholders, the net return to the resident shareholders would 
increase by the amount of that saving less their respective tax rates. 
From $100,000 of corporation income, a resident shareholder in the 
50 per cent bracket would have an after-tax yield of $75,000 rather 
than $50,000, and a shareholder in the 20 per cent bracket would have 


an after-tax yield of $120,000 rather than $80,000. 


A stock dividend or other capitalization of surplus from the Incentive 
Income account would call for the same modifications in accounting and 


reporting procedures. However, it should be noted that, to the extent that 
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capitalizations were made from this source, there would have to be a cash 
payment on account of corporation tax equal to one half of the amount capital- 
ized. In addition, a cash dividend might have to be declared to provide for 
non-resident withholding tax. An allocation of surplus would not likely be 
made from this source, because the corporation would be subject to a tax at 


the corporate rate on making the allocation. 


There are other possible procedures for dealing with an investment tax 
credit or a subsidy. For example, it might be provided that the corporation 
tax saving or subsidy could be distributed to the Shareholders free of tax, 
without adjustment of the cost basis of their shares or with a reduction in 
the cost basis equal to all or part of the amount distributed. The latter 
method would permit postponement of tax on a resident shareholder until his 
Shares were disposed of, and would result in complete freedom from tax, both 


corporation and withholding, on the income for non-residents, 


There are many other possible measures which could be adopted for 
incentive purposes, and further variations in the procedures for dealing 
with them. From the discussion above it should be evident that they could 
all be incorporated into the proposed integration of corporation and personal 
income taxes. However, it is our view that incentive measures should be 
used with care, for otherwise they may create undue reduction or postponement 
of taxes, and may lead to a complexity of rules which would make them diffi- 


cult to administer and to understand. 
Investment Tax Debits 


An additional tax to discourage capital investment could take the form 
of a special excise tax on defined capital investment. Such a tax would 
represent merely an additional cost of investment, and no modification in 
the ordinary procedures for integrating corporation and personal income 


taxes would be required. 
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Business Losses 


The general recommendation in the Report is that losses should be 
available for carry-back against any income for the previous two years and 


for carry-forward indefinitely against any income in future years. 


Under the proposal for integration of corporation and personal income 
taxes, it would be important to ensure that the loss carry-back could not 
result in a refund to the corporation of taxes which had already been 
credited to the shareholders. Control over this would be exercised by using 
the Taxed Income and Corporation Tax accounts. The suggested rule would be 
that the loss carry-back would be limited to the lesser of (a) the total of 
the additions to Taxed Income account in the previous two years, or (bo) the 
balance in the Taxed Income account at the time the loss carry-back was 
claimed. A refund of the corresponding corporation tax could then be made 
to the corporation. Any portion of the loss not carried back would be applied 
against income in the future, and no further corporation tax would be paid 


until it was fully absorbed. 


Taxed Corporation Other Financial 
Year Item Income Tax Accounts Surplus 
1 Income of $2,000 $2,000 $1,000 $1 ,000 
2 Income of $3,000 3,000 1,500 1,500 
Dividend of $2,000 (4,000) (2,000) (2,000) 
5 Loss of $3,000 (1,000) ( 500) ($2,000) (2,500) 
4 Income of $6,000 4,000 2,000 $2,000 4,000 


Balances $4,000 000 - $2,000 


Note that the loss carry-back would be allowed only to the extent of 
$1,000 and would result in a tax refund of only $500, because the rest of 
the tax for the previous two years would already have been allowed as a 


credit to shareholders who received the dividend in year 2. The remainder 
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of the loss ($2,000) would be carried forward and this would result in no 


corporation tax being charged on that amount of the income of year 4, 
Disallowed Expenses 


No distinction would have to be made between unallocated personal 
benefits and disallowed expenses of the business. The former would be 
deductible in arriving at business income under our proposals, but would be 
grossed-up at the top personal rate and would be subject to a Special tax 
in the hands of the corporation rather than in the hands of the recipient. 
This special corporation income tax would be deductible in determining the 
corporation's taxable income. This is explained in Chapter 14, the 
end result would be that taxes paid would be the same as would have applied 
had the person receiving the benefit received the income necessary to acquire 
it out of income taxed at the top personal rate. Disallowed expenses could 
be treated in the same manner, since under our proposals all expenses 
relating to the income earning process would be deductible at some time, 
and, generally Speaking, the only disallowed expenses would be those which 


were unreasonable or were unrelated to the earning of income, 


To illustrate the treatment of unidentified personal benefits and 
disallowed expenses, assume that a corporation had business income of 
$20,000 and that the expenses deducted in arriving at this income included 
$2,000 of such benefits or expenses. The corporation would pay a special 
tax of $2,000, that is, 50 per cent of the benefits or expenses grossed-up 
to $4,000. The tax of $2,000 would then be allowed as a deduction, and this 
would reduce the corporate income to $18,000. In the tax accounts of the 


corporation, the entries would be as follows: 


Taxed Corporation Other Financial 
Item Income Tax Accounts Surplus 
Income $18,000 $9 5000 $9,000 
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A shareholder in the top personal rate bracket would then net $9,000 
on a distribution of the entire surplus, so that he would be in the same 
position as if he had received a distribution of surplus arising from 
business income of $22,000, had paid $11,000 tax thereon and had paid $2,000 


from his tax-paid income to acquire a personal benefit. 
Changes in Corporation Tax Rate 


As explained in the Report, the corporation income tax rate and the top 
marginal personal rate should remain the same or virtually the same under 
the proposed integration method. Furthermore, any changes in these rates 
should be infrequent and not substantial. For resident shareholders, the 
level of the corporation tax rate would lose much of its significance because 
the corporation tax would be in effect a withholding tax. However, for non- 
resident shareholders the level of the corporate rate would retain its 


present significance. 


When changes in the corporation tax rate took place, some variation in 
the procedures outlined above would have to be made if the gross-up and 
credit was to be at all times directly related to the current statutory rate 
of corporation tax. For example, if there was an increase in the corporation 
income tax rate and the top marginal personal rate remained unchanged, one 
possible procedure would be to withhold extra tax on distributions from 
income taxed at the former corporate rate in order to maintain a uniform 
rate of tax credit for residents. However, this would constitute retroactive 
taxation for non-residents, and to avoid such retroactivity by withholding 
the extra tax from distributions to residents only, would add an adminis- 


trative complexity. 


A practical approach would be to use the Corporation Tax account as a 
control on the total of past taxes available for credit, and adjust the 
Taxed Income account to reflect the new rate of corporation tax, which would 


be the rate at which tax credits would be issued. Assume, for example, that 
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at a time when the corporate rate increased from 90 per cent to 55 per cent, 
a corporation had on hand surplus of $200 resulting from income of $400 taxed 


at 50 per cent. Its tax accounting could then be as follows: 


Taxed Corporation Other Financial 


Item Income Tax Accounts Surplus 
Balance on hand $400 $200 $200 


Balance adjusted 
to 55 per cent 


rate $364 $200 $36 $200 
Balances $ 56 - $36 - 

For resident shareholders, this would mean that $164 could be distri- 
buted carrying a 55 per cent credit, and that the balance of $36 would, upon 
distribution, be treated as a return of capital to be deducted from the cost 
basis of the shares and eventually taxable as a gain on disposal of the 
Shares. For non-residents, all distributions would be subject to withholding 
tax as usual, and the increase in the corporate rate would have no retro- 


active effect. 


Similarly, if the corporate rate should be reduced from 50 per cent to 


45 per cent, the corporation tax accounting would be as follows: 


Taxed Corporation Other Financial 
Item Income Tax Accounts Surplus 
Balance on hand $400 $200 $200 


Balance adjusted 
to 45 per cent 


rate $361 $164 $200 
$36, $ 36 eo 


Se 


Balances 


In this case both the Taxed Income and Corporation Tax accounts would be 
adjusted, so that the net amount would not exceed the surplus on hand. As 


& result the income to be reported by the shareholder upon distribution would 


be reduced by $36, and corporation tax available to the shareholder as a 
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credit would be reduced by the same amount. While it might be thought that 
the Corporation Tax account should remain at $200 and the Taxed Income 
account should be grossed-up on the basis of a 45 per cent rate to $444, 
this would permit the corporation to allocate a total of $24 to the share- 
holders and would permit them to increase the cost basis of their shares by 
that amount, even though the corporation had paid tax on only $200. Accord~ 
ingly, the appropriate treatment would be that shown above, which would 
adjust both the Taxed Income account and the Corporation Tax account to 
amounts which, when the Corporation Tax account was grossed-up at the new 


rate, would leave the financial surplus unchanged. 


App. H 


701 


REFERENCES 


The proposal calls for a tax credit to the shareholder who receives 

a distribution or allocation equal to the corporation tax applicable 

to the amount distributed or allocated, It also calls for a tax refund 
where the amount of the applicable corporation tax exceeds the total 
income tax payable by the Shareholder, In this appendix we refer to 

the excess of the corporation tax over the shareholder's personal income 
tax on the distribution or allocation as a "refund", although in practice 
it would usually be applied against the liability of the shareholder for 


tax on his other income, 


The ratio to be applied to the distribution or allocation for deter- 
mining the amount to be reported as income, which could be called the 
"srossing-up ratio", would be 100 divided by the difference between 
100 and the percentage rate of tax credit. For example, if the rate 
of tax credit was 40 per cent and the amount of the distribution or 


allocation was $72, then the amount to be reported as income would be 


= = * $72 = $120 


In Chapter 26 we recommend that in the case of income from foreign 
direct investment, a credit for foreign tax should be allowed at the 
rate of 30 per cent and that if the rate of foreign tax was less than 
this, sufficient additional Canadian tax should be payable to bring 


the rate up to 30 per cent. 


The likelihood of this occurring would be greater where there was a 


series of intercorporate shareholdings, 


On notes to the financial statements. 
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APPENDIX I 


THE DUAL RATE OF CORPORATION INCOME TAX 


One of the main features of the present taxation of corporate income 
is the existence of a dual rate of corporation tax. With certain exceptions 
to be discussed later in this appendix, corporations are presently subject 
to tax at the rate of 2] per cent (18 per cent normal corporation income tax 
Plus 34 per cent imposed by the Old Age Security Act) on the first $35,000 of 
taxable income, and at 50 per cent (47 per cent normal corporation income 


tax plus 4 per cent imposed by the Old Age Security Act) on the remainder. 


The dual rate was first introduced into the Canadian corporation tax 
structure in 1949. Its purpose was explained by the then Minister of Finance 
as follows: 

"At present we have a flat rate tax of 40 per cent on all corporate 

profits. I am recommending that this 40 per cent be reduced to 

10 per cent on profits up to $10 ,000 and increased to 33 per cent 

on profits in excess of $10 ,000. The house will at once recognize 

this as tax relief for small businesses and will, I trust, be 

heartily in accord with the policy. Our country as a whole owes 

a great deal to the small family type of business. They have to 

struggle along, grow and develop in competition with large and 

well financed corporations whose activities may be nation-wide. 

My own belief is that small businesses should be encouraged and 

it seems to me that a useful way to do this is to lower the tax 

and take less out of the funds they need for growth and expansion," 1/ 

Since 1949, numerous changes have taken place in both the rates of corpo- 
ration income tax and the amount of taxable income which is eligible for the 
low rate, the most recent being an increase to $35,000 in the eligible amount 
for 1961 and subsequent taxation years. In introducing this proposed change 
the Minister of Finance indicated that it was designed to aid small corpo- 
rations to enlarge the Scope of their operations, particularly those corpo- 
rations which were not large enough to have ready access to the securities 
markets. He also stated that it would extend the benefit of the low rate of 
tax to an additional 4,000 corporations and that, out of approximately 
62,000 corporate income taxpayers, 55,000 had incomes below $35,000 and 


would in future pay no more than 21 per cent 2/. 
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It would be an over-simplification to assume that the purpose and 
effect of the dual rate can be determined and its significance measured 
solely, or even primarily, by comparison of the lower rate of tax on corpo- 
rate income below a certain level with the higher rate on corporate income 


above that level. 


When the rate of 10 per cent on the first $10,000 of corporate income 
was instituted in 1949 there was introduced concurrently a 10 per cent 
dividend tax credit; and when the rate on the first part of corporate income 
was increased later to 21 per cent, the dividend tax credit was increased to 
20 per cent. It is logical to infer that, on corporate income below a certain 
level, the intention was to integrate almost fully the corporation tax with 


the personal tax on distributed earnings. 


Because encouragement was to be given "to the small family type of 


business", two further conclusions may be drawn: 


1. The businesses to be encouraged were generally ones that, for 


practical purposes, need not be conducted in the corporate form. 


ee Earnings retained in the business, as well as those distributed, 
generally could be integrated for tax purposes with personal rates 
by the fairly simple expedient of distribution and recommittal to 


the business. 


Because small family type businesses generally can disincorporate if 
it is advantageous to do so, one result of the lower corporation tax rate 
coupled with the dividend tax credit was to make it unnecessary to do so for 


tax purposes. 
ANALYSIS OF EFFECTS 


We have examined the purpose and effect of the dual rate of -corpo- 
ration tax from a number of aspects which are discussed in the following 


sections of this appendix. 
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Applicability to Corporate 
Business Only 

The purpose of the dual rate, as evidenced by the previously quoted 
statement of the Minister of Finance, is to encourage the sma] family type 
business by taking less out of the funds they need for growth and expansion, 
but it is imme diately apparent that a reduction in the rate of corporation 
tax as a means of achieving this intention can only be of benefit to 


businesses conducted in the corporate form. 


It is not known what Proportion of small businesses was conducted in 
the corporate form in 1949, but it has been estimated that in 1959 there were 
some 440,000 small businesses in Canada 3/. A "small business" in this 
estimate was a business with assets of under $1,000,000, and it was stated 
that most of such businesses were unincorporated, had assets of under 
$100 ,000 and were engaged in retail trade, services and construction. For 
the 1961 taxation year, there were 97,355 corporations with assets of less 
than $1,000 ,000, of which 62,104 earned a profit. For the same year there 
were 52,136 corporations with assets of less than $100 ,000, of which 29,980 


earned a profit 4/, 


On the basis of the previously quoted figures the maximum number s/ 
of small corporate businesses which would benefit from the low rate would 
be 62,104 if assets of $1,000,000 were used as a criterion of "small", and 
29,980 if assets of $100 ,000 were used. These represent approximately 
14 per cent and 6.8 per cent of the estimated small businesses in Canada, 
assuming no material change in numbers since 1959. The remainder could 
obtain no benefit from the low rate of corporation tax because they made no 


profit or because they were unincorporated, 


The low rate undoubtedly takes less of the funds of those corporations 
that can benefit from it, but its effect is limited to a comparatively small 


proportion of the small businesses in Canada. 
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However, it can be considered to discriminate against businesses conducted 
in unincorporated form, and it should be noted that it is available to corpo- 


rations in respect of their investment income as well as their business income. 
Availability to all Corporations 


Subject to the restrictions placed on associated corporations to be 
dealt with later, the low rate of corporation tax is available to all corpo- 
rations irrespective of size, need of financial assistance, and actual or 
potential growth. The Honourable D.C. Abbott acknowledged that size was in 
no way determinative when introducing the original legislation, but at the 
same time stated that the combined effect of the low rate of 10 per cent on 
the first $10,000 and the increase of 4 per cent in what had previously been 
the flat rate resulted in a decreased tax burden on those corporations whose 
profit was less than $77,000 and an increased burden on those with greater 
profits 6/. The change in total revenue from the taxation of corporations was 
negligible. It is interesting to note that, if a flat rate of tax had been 
introduced in 1961 which raised approximately the same revenue as the exist- 
ing dual rate, corporations with profits of approximately $200 ,O00 would 
have broken even. It would probably be unwise to conclude that the measure 
of a small corporation has changed from one with a profit of less than 


$77,000 in 1949 to one with a profit of less than $200 ,000 in 1961. 


The maximum dollar benefit that can be obtained from the dual rate is 
$10,150, and this is available to all corporations with taxable income of 
$35 ,000 and up. As the amount of taxable income decreases below $35,000 
the dollar benefit decreases proportionately. Expressed as a percentage 
of the tax that would be payable at a flat rate of 50 per cent, the benefit 
is 58 per cent for all corporations with taxable incomes of up to $35,000 
and gradually decreases to hk per cent at $500,000. No benefit accrues to 
the corporation that does not make a profit, though it might well be argued 


that such a corporation is in greater need of assistance. 
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By making the benefit available to all corporations and relating it 
to the amount of profit, the problem of defining small business is avoided 
but, as evidenced by the associated-corporation legislation, definitional 
problems sre not eliminated. By making the benefit available to all corpo- 
rations, its cost is greater than would be the case if the benefit were re- 
stricted to small corporations (however defined), In 1961, there were 7,374 
corporations with taxable incomes in excess of $35,000, 7/ Not all of them 
would be entitled to the low rate of tax because of the rules respecting 
association, but, assuming that 6,500 are so entitled, the benefit to then 
costs in excess of $65,000 ,000, or rather more than one third of the total 
cost of the low rate. However, to avoid anomalies, a notch provision would 
be necessary if the low rate were to be withdrawn from corporations with 
profits in excess of $35,000. 
Availability Irrespective of 
Disposition of Profit 

Since its introduction in 1949, the low rate of corporation tax has 
been a significant factor in assisting small corporate businesses to expand. 
This is so because such businesses have had the power to retain a greater 
portion of their profits for reinvestment. It is not mandatory, however, 
for the profits to be used for business expansion and, as a result, it is 
possible for corporations to use the increased profits for purposes unrelated 
to the business or to increase the amount of their distribution to share- 
holders. In these latter cases the reduction in corporation tax is not used 


in accordance with the underlying intention of the legislation. 


For the 1961 taxation year there were 59,864 profitable corporations 
with incomes of less than $35,000. Their aggregate profits totalled $590.7 
million which includes $82.7 million of Canadian dividends received, ‘These 
corporations paid cash dividends of $131.9 million, or approximately 22 per 


cent of the aggregate profits. 
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Introduction of Progressiveness Into 
the Corporation Tax Structure 

The dual rate introduces a degree of progressiveness into the corpo- 
ration tax structure above the $35,000 level of corporate taxable income. 
The degree of progressiveness rises very sharply from $35 ,000 taxable income 
to about $100,000 and very gradually above $100,000. Table I-1 illustrates 


this feature. 


TABLE I-1 


PROGRESSIVENESS OF THE DUAL RATE OF CORPORATION TAX 


Remaining Effective 

Taxable Tax on First Taxable Tax on Total Tax 
Income $35 ,000 Income Remainder soa got Rate 
($) ($) ($) ($) ($) (2) 
1,000 210 - - 210 «210 
35 ,000 T5350 - - T5350 e210 
50 ,00C 7,350 15,000 7,500 14,850 297 
75,000 T3550 40,000 20 ,000 27 5350 3365 
100 ,000 T5350 65,000 39,850 4h 850 - 398 
250,000 T5550 215 ,000 107 , 500 114,850 ~459 
500 ,000 7,350 465 ,000 232,500 239,850 480 
1,000 ,000 19550 965 ,000 482 ,500 489,850 490 
5 ,000 ,O00 Ts350 4,965,000 2,482,500 2,489,850 498 


Equity 


It was suggested above that the low rate discriminated against businesses 
conducted in unincorporated form, but it may also be said to discriminate 
against income derived from other sources. . To the extent that the low rate 
is intended as an incentive to business growth and expansion this is in- 


evitable, but earlier the low rate was criticized on the ground that it was 
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available even if all the profit was withdrawn. Table I-2 shows the effect 


of the low rate of corporation tax in certain selected circumstances. 


TABLE I-2 


COMPARISON OF THE TAXES PAYABLE 
ON AN ADDITIONAL $100 OF INCOME 


When Earned by Corporation 


Unincorporated Business 


Marginal Personal Corporation Personal Total or Employee 
Tax Rate Tax Paid Tax Paidu/ ‘Tax Paid Remuneration 

10 $21.00  $( 7,90) $ 13,10 $ 00.00 

20 21.00 00.00 21500 20.00 

ho 21.00 15.80 36.80 40.00 

60 21.00 31.60 52.60 60.00 

80 21.00 47.40 68. ho 80.00 


a/ This is the personal tax on the dividend received of $79.00 ($100.00 
of corporate income less $21.00 corporation tax paid) less the dividend 
tax credit of $15.80 (20 per cent of $79.00). It is assumed that for 
taxpayers with a marginal personal tax rate of under 20 per cent the 
dividend tax credit can be fully utilized against tax on other income. 
Old age security tax is ignored in the application of the dividend 
tax credit. 


The effect of the low rate of corporation tax combined with that of 
the dividend tax credit is to increase the total tax payable over what it 
would be at the personal rates when the shareholder's marginal rate is 
20 per cent or lower and to decrease the total tax payable where the share- 
holder's marginal rate exceeds 20 per cent, At a marginal rate of 80 per 


cent the decrease in total taxes payable is $11,60 or 14,5 per cent, 


Because in the ultimate analysis all corporations belong to individuals, 


any increase in the wealth of a corporation must affect the wealth of 
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individuals. The low rate of tax is available to corporations irrespective 

of the number of shareholders, and it follows that the fewer the shareholders 
the greater the benefit that accrues to each. For example, if a corporation 
is owned by one person, that person derives the full benefit of the low rate 
of tax up to a maximum of $10,150 a year, but for a similar corporation with 
ten equal shareholders the benefit to each shareholder would amount only to 

a maximum of $1,015 a year. To this extent also, the low rate produces very 


uneven consequences. 
Complexity of the Law: Associated Corporations 


When the dual rate of corporation tax was introduced in 1949, it was 
foreseen that the benefit (at that time a maximum of $2,300 per annum) to 
be obtained from the low rate might provide taxpayers with sufficient induce- 
ment to create new corporations or to divide existing corporations to increase 
the amount of income taxable at the low rate, and that preventive legislation 
woulda be required. Because the intent of the low rate was to encourage small 
businesses, it might have been anticipated that the anti-avoidance legislation 
would not be directed at corporations whose existence could be justified for 
sound business reasons, but only at those created for tax-reduction reasons. 
As enacted, however, the associated=corporation legislation provided that, 
where two or more corporations were related to each other in a taxation year, 
the income of those corporations should be aggregated for tax purposes so 
that only one low rate of tax would be available irrespective of the number 
of corporations involved. The rules for determining relationship were as 
follows: 

" ..one corporation shall be deemed to be related to another 

in a taxation year if, at any time in the year, (a) it, 

directly or indirectly, controls the other, (b) it is, 

directly or indirectly, controlled by the other, or (c) 

both corporations are controlled, directly or indirectly 

by the same person." 8/ 


As a result of taxpayer complaints 9/ this test of relationship was repealed 


retroactively and was replaced by a test based on ownership of 70 per cent 
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or more of all the issued common shares of the capital stock of the relevant 
two or more corporations at any time in the year 10/. It is not necessary 

to analyze the supporting legislation to establish that the required per- 
centage of ownership was the only test for denial of the low rate, even 

where the corporations were conducting entirely dissimilar business at oppo- 
site ends of the country. It can be said that the supporting legislation 

was complex and occasioned numerous judicial decisions particularly concerning 
the concepts of “direct or indirect ownership" and "arm's length". Despite 
the introduction of further complex legislation, the ingenuity of taxpayers 
was such that the intent of the legislation was being thwarted. In 1960, 
therefore, the legislation dealing with associated corporations was sub- 
stantially amended. One of the major changes was that the 70 per cent owner- 
ship test was abandoned and replaced by the test of control. The legislation 
dealing with associated corporations up to 1963 was detailed, lengthy, complex 
and, in some areas, uncertain. Despite this, the intent of the legislation 


was still being circumvented. 


This struggle between the taxpayer and the Revenue culminated in the 
enactment in 1963 of section 136A(2) of the Income Tax Act which reads as 


follows: 


."(2) Where, in the case of two or more corporations, the 
Minister is satisfied 
(a) that the separate existence of those corporations in a 
taxation year is not solely for the purpose of carrying 
out the business of those corporations in the most 
effective manner, and 
(b) that one of the main reasons for such separate existence 
in the year is to reduce the amount of taxes that would 
otherwise be payable under this Act 
the two or more corporations shall, if the Minister so directs, 
be deemed to be associated with each other in the year." 


This section is noteworthy in that it introduces an element of minis- 
terial discretion and formulates the dual test of business purpose and tax 
reduction purpose. However, it should not be assumed that the formulation 


of the new tests represents a change in policy toward eligibility for the 


low rate. It merely represents an additional hurdle to be surmounted by the 
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taxpayer when he has first passed the test of control imposed by section 39 
of the Income Tax Act. The introduction of this type of legislation carries 
with it the admission that detailed legislation spelling out the circumstances 
in which the benefit from more than one low rate allowance will be denied has 


not been successful. 


The taxpayer has the right to appeal a direction under section 138A(2), 
but in deciding whether to vacate the direction it is provided that the Tax 
Appeal Board or the exchequer Court may only do so if it has determined that 


" otherwise 


",..none of the main reasons...is to reduce the amount of tax... 
payable. The appeal provision contains no reference to the extent, if any, 
to which the appropriate forum may consider whether the separate corporate 


existence is explicable on the ground that it most effectively carries out 


the business of the corporations. 


In summary, the legislation, as it presently exists, permits only one 
allowance of taxable income at the low rate of tax to a group of corporations 
thet are under common control or whose separate existence is not solely for 
the purpose of carrying out their business in the most effective manner and 
when one of the main reasons for such separate existence is to reduce taxes. 
The former of these two tests of association is contained in complex, lengthy 


and, in some parts, obscure technical legislation. 


There is, as yet, no indication as to the manner in which section 138A(2) 
will be applied, but there seems to be an implied dual standard for eligi- 
bility for more than one low rate allowance. Thus, where the degree of con- 
trol of the various corporations falls within the technical rules of 
section 39 and supporting legislation it is automatic that only one low 
rate allowance will be granted. But where the taxpayers have been sufficiently 
fortunate or sophisticated to escape these technical rules (out presumably not 
the intent), the test for denial of more than one low rate allowance will be 


lack of business purpose and presence of tax reduction intention. 
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The presence of the dual standard referred to in the preceding para- 
graph has led us to consider whether a better standard could be introduced. 
Because it may be impossible to draft specific detailed legislation in such 
away as to eliminate all presently known means of avoiding association, let 
alone new methods which will probably be devised, we considered whether the 
basis for denial of the low rate to a corporation could be encompassed in a 
general statement leaving the interpretation of particular cases to the 
courts. For example, the tests embodied in section 138A(2), with ministerial 
discretion removed, might be enacted as the sole tests for denial of the low 
rate to a corporation. This might appear to conform more closely to the 
original intent of providing assistance to small businesses because no con-~ 
Sideration would be given to who the shareholders of these businesses are 


in determining eligibility for the low rate, 


In considering the possibility of recommending a radical change such as 
that described in the preceding paragraph one is faced with the difficult 
task of attempting to evaluate the unknown. Among the questions that flow out 
of a consideration of such a proposal and to which definitive answers are 
cléarly not available, are the following. Would the introduction of such 
Sub jective tests of business and tax reduction purposes lead to excessive 
litigation? Do these tests lack the desired level of certainty? Would the 
Department of National Revenue be placed in a very difficult position if, 

On appeal and notwithstanding the deemed correctness of an assessment, the 
Department was required to adduce evidence to discharge the burden of proof 
that might be shifted to it? While these questions cannot be decided in the 
absence of the experience that would be gleaned over years of actual imple- 
mentation, it mist be remembered that the scheme currently in effect is not 
perfect, Consequently, any defects that might arise in any contemplated new 
legislation, such as those alluded to in the questions previously posed, 
would not necessarily represent a deterioration from the status quo. Indeed, 
the existing legislation has produced a substantial amount of litigation and 


it is doubtful that it can be held out as a good example of the desirable 
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level of certainty. On the other hand, it is believed that while the sub- 
jective elements in the contemplated proposal might tend to weaken the 
position of the Department in any instance where the onus of proof was 
shifted to it, the Department manages to administer and enforce other sections 
of the Act in which similar problems arise such as, for example, where reason- 


ableness is an issue. 


In view of these previously discussed uncertainties and in an attempt 
to maintain an acceptable level of administrative and enforcement facility, 
some variation of the business and tax reduction purposes test, possibly less 
liable to taxpayer abuse, could be substituted. This could provide that, 
where common ownership was in excess of a certain percentage, only one 
allowance of income taxable at the low rate was available, and where common 
ownership fell below the prohibited percentage but still provided control, the 
business and tax reduction purposes test would come into play with the onus of 
proof being shifted to the taxpayer, Such a modification would be, in principle, 
somewhat similar to the present position, The percentage level at which the 
automatic denial of the low rate would be established would be conditioned by 
the desire to reduce litigation, to increase certainty, and to balance the 
relative strengths of the taxpayer and the fisc, Because some of these 
considerations work in opposite directions, the decision as to the appropriate 


percentages would not be one of principle but of pragmatic judgment, 


The dual rate of corporation tax is largely responsible for the ex- 
istence of the associated-corporation legislation, but in the years since 
its introduction other incentive legislation has made use of the same 
associated-corporation rules. The elimination of the dual rate would remove 
the major need for the associated-corporation rules, and, if other tests to 
prevent abuse of incentive legislation were devised, the retention of 


associated-corporation rules would be unnecessary. 
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As a Barrier to Tax Reform 


The low rate of corporation tax may well act as a barrier to the re- 
form of the present system of taxation. Many suggested changes to the present 
tax structure could not be implemented, or would be rendered excessively 
complicated, if the low rate of corporation tax was to continue at its 
present level. Thus, further integration of the corporation tax with the 
personal tax rate structure would be difficult with the low rate at the 
present level, and some of the proposals made to eliminate surplus- stripping 
would be emasculated. 

EFFECTS OF WITHDRAWAL OF THE LOW 
RATE OF CORPORATION INCOME TAX 

As a result of our examination of the effects of the dual rate of 
corporation income tax, we concluded that, although it permitted certain 
small businesses to retain funds which could be used for expansion and growth, 
it seemed to be a relatively inefficient method of doing so. Although any 
form of incentive legislation directed at special sectors of the economy 
results in anomalies and inequities, the low rate of corporation income tax 
applies to all forms of corporate business activity and its consequences are, 
therefore, more widespread than other incentives. For these reasons and 
because its continuation inhibits tax reform, we considered the effects of 


its withdrawal. 


In broad terms, the abolition of the lower rate would increase tax 
revenues from the corporate sector by approximately $185 million. If this 
amount was applied to the reduction of corporation income tax it would be 
possible to levy a single rate of corporation income tax of somewhat less 
than 45 per cent. However, this broad approach does not demonstrate the 
impact that the withdrawal would have on corporations of different income 
Classes, The maximum increase in the tax burden to any one corporation 
would be $10,150 if the single rate was maintained at 50 per cent, or 


$8,400 if the single rate was 5 per cent, but the following table showing 
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the effect at various levels of corporate income illustrates the results with 


greater clarity. 


It will be observed from Table I-3 that for corporations with taxable 
incomes up to $35,000 the tax burden is more than doubled whether the single 
rate of corporation tax is set at 45 per cent or 50 per cent. This would 
reduce the present after-tax income of these corporations by 36.7 per cent, 
at a 50 per cent corporation income tax rate, and 30.4 per cent, at a 45 


per cent corporation income tax rate. 


It will also be observed that, at a 45 per cent corporation income tax 
rate, there is little difference in the tax burden of corporations with 
taxable incomes of $200,000, and that for corporations with incomes in excess 


of that figure there is a reduction in the tax burden. 


We do not believe that the withdrawal of the low rate of corporation 
income tax would have any serious effect on corporations with incomes in 
excess of $100,000, particularly if the single rate was set at approximately 
45 per cent, but these companies numbered only 2,907 out of a total of 


67,228 companies which earned a profit in the 1961 taxation year. 


For corporations with incames of less than $100,000, it is probable 
that a sudden increase in the tax burden of the magnitude indicated by 
Table I-43 would have serious results. For example, many of these corpo- 
rations have indebtedness, and the agreed conditions of repayment may well 
have been computed on the basis of cash flows predicated on continuation of 
the low rate of corporation tax. It is true that tax rates are never 
constant and are subject to continual change, but seldom are changes of this 
order made, except in times of national stress, and even then the impact is 
not confined to one specific sector of the economy. In addition, there are 


certain economic considerations which are discussed in Chapter 22. 


Thus, the removal of the dual rate, without some compensating provision 


for new and small businesses, would not appear to be a reasonable proposition. 
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ALTERNATIVES TO THE DUAL RATE 
OF CORPORATION TAX 


Because of criticisms of the dual rate of corporation tax discussed 
above, and because its sudden withdrawal could cause considerable hardship 
to many small corporations, we examined a number of alternative methods 
within the tax structure of easing the burden on low income corporations, 
Option to Elect to be Taxed 
as a Partnership 

To mitigate the increased tax burden on small corporations, an option 
could be extended to the shareholders to elect to be taxed in the manner in 
which a partnership is presently taxed, To prevent abuse, to make it adminis- 
tratively feasible, and to prevent loss of revenue fram the non-resident 
sector such an option would have to be conditional, Thus, there would have 
to be a restriction on the number of shareholders, the shareholders of the 
electing corporation would have to be individuals resident in Canada, there 
would have to be restrictions in the case of a complex capital structure and 
the election would have to be consented to by the holders of most of the shares, 
It might also be necessary to withhold the right of election where shares 
are transferred during the corporation's fiscal year, or at least establish 
special rules to deal with such transfers, An option which is subject to 


restrictions along these lines is recommended in Chapter 19, 


This proposal has certain advantages, It can be justified on the 
premise that the form in which a business is conducted should not be 
unduly influenced by tax considerations, Such an option would also permit 
corporate losses to be "passed through" to the shareholders, This may 


be of particular value in the early years of the life of a business, 


However, corporations whose shareholders are all employees or possibly 


directors effectively have this option available to them now in their ability 
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to fix levels of remuneration. However, it would be of advantage to small 
corporations where the shareholders are not employees, In most cases the 
net result of this option would be an increase in the overall tax burden but 


not as severe as that indicated in Table I-3, 


The partnership option does not by itself appear to provide a sufficient 
amelioration of the serious results of complete withdraved of the low rate of 
corporation tax. 

Deferment of Payment 
of Income Tax 

The rationale of this suggestion is that the main reason for assistance 
to small businesses is to compensate them for their inability to raise capital 
to assist in their expansion. In its simplest form, it would tax all corpo- 
rations at a flat rate of tax but, except for associated corporations, the 
payment of that portion of the tax representing the difference between the 
present low rate and the flat rate could be deferred subject to payment of a 
moderate rate of interest. The total amount of tax which could be deferred 
could be limited to the lesser of, say, $50,000, or the amount of the share- 
holders' equity, and would be subject to immediate payment on winding up, on 
ceasing to carry on an active business, or on becoming non-resident. It 
should be observed that the amount deferred would at all times be a liability 
of the corporation. It is possible, of course, to add further qualifications 
to such a proposal, but each additional qualification is likely to result in 


more complex legislation and further anomalies. 


Because the deferred tax payment would be a liability of the corporation, 
it would result in a reduction in the surplus available for dividends and 
should influence retention of the funds within the business. It would also 
substitute indefinite deferment of a limited amount of corporation tax lia- 
bility for what might currently be regarded as a remission of an amount of 
corporation tax that is subject to an annual limitation only. In effect, it 
would withdraw the benefit of the low rate of tax and would substitute a 


$50,000 maximum loan of indefinite duration. P : 
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It would moderate the effect on the cash flow of small profit corpo- 
rations because the lower the profit the longer it would take to reach the 
maximum amount of deferment. For a corporation with a taxable income of 
$5 ,000 per annum the limit on deferment of $50,000 would not be reached for 
over 30 years. For corporations with taxable incomes of $35 ,000 and up the 


maximum limit would be reached in 5 years. 


It is subject to many of the criticisms levelled at the dual rate of 
corporation tax. In particular, the necessity of associated-corporation 
legislation would remain, it would be available only to corporations, it 
would not assist unprofitable corporations, and to a more limited extent it 


would discriminate against other forms of income, 


The existence of the deferred tax liability, particularly if it had 
priority over other claims in bankruptcy, may have adverse effects on the 


ability of small businesses to arrange other financing. 


The suggested limit on the amount of tax deferment might be insufficient 
to avoid some hardship to those corporations that had geared repayment of 
long-term debt to a cash flow computed on the basis of the continued existence 


of the low rate of corporation tax, 


Because the reduction in tax payments would be subject to a limit, it 
would be available for a variable but limited period. To this extent, it 
may be considered an aid to new corporations rather than small profit 


corporations. 
The Creation of an Investment Reserve 


In its most generous form, this proposal envisages that corporations 
should be permitted to build non-taxable reserves to a maximum amount at an 
annual rate which would result in the same reduction in tax payable as does 
the present low rate. If the amount of the saris was not used within a 


prescribed period for new investment in plant, equipment, mineral exploration, 
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export promotion, or other approved expenditure it would be brought back into 


the corporation's income and taxed accordingly. 


In essence, this plan would permit the corporation to provide for ex- 
penditures before they were incurred, and it carries with it the implication 


of approval of the appropriate expenditure by the tax authorities. 


It is subject to many of the same criticisms that have been raised 
against the dual rate and introduces some further administrative complexities 


and problems. 


Free Depreciation Policy 


This proposal, which would be available to corporations with an upper 
income limit, would result in a deferment of income tax and would relate the 
benefit to retention of funds within the business. The free depreciation 
policy proposal hes a bias in favour of "depreciable asset" intensive indus- 
tries, but as discussed in Chapter 22 it is in this area that a capital 
market bias may exist. The associated-corporation problem would remain. 
However, it would be possible to extend the benefit of these proposals to 
unincorporated businesses, In order to avoid inequality of tax circumstances 
between businesses just above and those just below the upper income limit 


for eligibility, it might be desirable to have a notch provision, 


Increased Personal Tax Credit 


Another method of mitigating the effects of eliminating, or of increas- 
ing, the low rate of tax would be to increase the present dividend tax credit. 
Although the effect of an increase in the low rate of tax would be to impose 
an additional burden of taxation on the corporation, this would be compensated 
to some extent by an increase in the dividend tax credit available to share- 
holders on distribution. It would be essential that the dividend tax credit 
be made available for refund to the individual Shareholder if its benefit 


was not to be denied to the shareholder whose need was greatest, that is, the 
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comparatively low income shareholder of the low income corporation. 


The total personal and corporation income tax burden imposed on corporate 
income could be held at the approximate personal tax liability of its share- 
holders on an equivalent amount of income, provided the corporate income was 
distributed. It is true that, to achieve this result, the income must be dis- 
tributed and this may be considered to defeat the purpose of the low rate 
particularly if the income was not reinvested in the corporation. However, 
if the assistance was directed at the family-owned small business, then the 
closer the identification of the shareholders with the business the more 
likely that reinvestment in the business would follow if the funds were re- 


quired for expansion and growth. 


To the extent that it resulted in an increase in the lower rate of 
corporation tax, it would permit greater flexibility in the area of tax 
reform but an increase in the dividend tax credit,as discussed in Chapter 
19 and Appendix F to this Volume, would reduce the degree of progressiveness 


of personal tax in respect of corporate distributions, 


CONCIUSIONS 


dis The low rate of corporation tax gives small profitable corporate 
businesses the power to retain a greater portion of their profits 
for reinvestment in the business and, to this extent, can be a 


significant factor in their ability to expand. 


es The dual rate of corporation tax is an imperfect means of providing 


assistance to small business because: 


a) It is inefficient in that it is available only to a minor 
segment of the small business community, that is, profitable 


businesses conducted in the corporate form. 


b) It is available whether or not the profits are retained or used 


for expansion of the corporate business. 
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c) It is available to all corporations irrespective of size, 


growth potential or need of financial assistance. 


a) Tt ae inequitable in that it discriminates against unincorporated 


businesses, 


e) It is inequitable in that it is unrelated to the taxable capacity 
of individuals to whom any benefit must ultimately accrue (the 
associated-corporation legislation relates the benefit to share- 


holders but not to their taxable capacity). 


f) It is largely responsible for the complex associated-corporation 


legislation. 
g) It inhibits tax reform. 


The immediate and complete withdrawal of the low rate of corporation 
tax could create serious financial problems for many small profit 
corporations whose very creation was predicated on the existence of a 
low rate of corporation tax. eer Oa athe the effects of the with- 
drawal of the low rate, or an increase in its level, should be 


mitigated in some appropriate way. 


All of the alternative tax methods of assisting small or new businesses 
examined were subject, to a greater or lesser degree, to similar 


criticisms as are levelled against the dual rate of corporation tax. 


The associated-corporation legislation is both complex and to some 
extent unsatisfactory. If the dual rate of corporation tax was retained, 
taxpayer ingenuity and the flexibility of corporate organization are 
such that detailed and specific legislation to combat successfully 

the avoidance of the intent of the associated~corporation legislation 


is unlikely, if not impossible, of achievement, 


App. I 


724 


REFERENCES 
Budget Speech, Ottawa: Queen's Printer, 1949, p. 14. 
Budget Speech, Ottawa: Queen's Printer, 1960, ps) as 


Royal Commission on Banking and Finance, Report, Ottawa: Queen's 


Printer, 1964, p. 44. 


Department of National Revenue Taxation Statistics, 1963, Ottawa: 


Queen's Printer, 1963, fully tabulated companies only, pp. 156-157. 


Some of the companies which earned a profit would not be subject to 
tax because of the application of prior year losses, and others, be- 
cause of "associated" status, would not be eligible for the low rate 


but it is not possible to establish how many. 
Budget Speech, Ottawa: Queen's Printer, 1949, p. 14. 


Department of National Revenue Taxation Statistics, 1963, op.cit., 
fully tabulated companies only, pp. 160-161. 


Statutes of Canada, 1949, 2nd Sess., Chapter 25, section 2:8 OF). 


The major complaint was said to have been that the test of direct 


or indirect control discouraged the formation of new corporations that 


depended upon capital furnished by existing corporations or by indi- 


viduals who already controlled one or more corporations. Report of 


Proceedings of the Fourteenth Annual Tax Conference, Toronto: 


Canadian Tax Foundation, 1960, pp. 43-4. 


Statutes of Canada, 1950, Chapter 40, section 15. 


App. I 


APPENDIX J 


A POSSIBLE TRANSITION TAX ON 
CORPORATE SOURCE INCOME 

In Chapter 19 it was pointed out that the implementation of the re- 
commendations for corporate source income, although they would lead to an 
increase in total tax revenues (from residents and non-residents) in the 
long run, would result ina deficiency in tax revenues over the transitional 
period. One means of meeting this deficiency, although it is not our primary 
recommendation, would be to impose a Special temporary tax on shareholders. 
The tax would be sufficient to raise the necessary revenue from corporate 
source income in the transitional period to offset the initial revenue loss 
from integration. In the long run this revenue loss would be more than 
compensated by the other changes in the taxation of corporate source income 


that we have proposed. 


We are satisfied that there is no general transition tax that would 
be both completely equitable for the shareholders of every corporation and 
administratively feasible. It is impossible to determine now whether the 
shareholders in a particular corporation relative to shareholders of other 
corporations would gain or lose as a result of integration. Nor would it 
be possible to do so after implementation of our proposals. While it may 
be possible to ascertain, for example, that the low income shareholders of 
a ere corporation are treated unfairly under the present law relative 
to upper income shareholders of the same corporation, it is usually impossible 
to determine whether the shareholders of a particular corporation as a group 


are being unfairly treated relative to the Shareholders of another corporation. 
Special Transition Tax 


If there is to be a special transition tax on corporate source income, 


it could be determined and applied in the following way: 


Lis An amount, known as the "transition surplus", would be determined by 
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measuring the increase in the undistributed income of the corporation 
for the period of, say, five years 1/ preceding the date of the intro- 
duction of the integration system (the “transition date"). The un- 
distributed income would be computed in accordance with the normal 
procedures now used under the Income Tax Act. Thus, all dividends 

paid in this period, including stock dividends and other deemed distri- 
putions, whether from tax-paid undistributed income or otherwise, would 
serve to reduce the transition surplus. From this aggregate there would 
be deducted the amount of any tax-paid undistributed income of the 
corporation at the transition date, whenever created, resulting from 
elections under section 105 of the Act or otherwise. In addition, as 
discussed below, the corporation should be allowed to make further 
elections similar to the present section 105 election on up to one half 


its transition surplus. 


When each distribution or allocation was made subsequent to the transi- 
tion date by the corporation to its shareholders (whether out of income 
on which corporation tax had been paid or as a return of capital), each 
resident individual shareholder would be deemed to have received addi- 
tional income equal to the lesser of his portion of the transition 
surplus or the amount distributed or allocated to him. This deemed 
income would be included in the resident individual's income for tax 
purposes and taxed at full rates. Although it would be possible to 
allow the 20 per cent dividend tax credit on this deemed income, we 

do not so recommend because it would have a substantial effect on 
revenue that would have to be made up by increasing the number of years 
of undistributed income to be included in the transition surplus. The 
amount of the distribution or allocation on which the deemed income 
figure would be based would be the net distribution or allocation and 
not the grossed-up amount. If the shareholder was another resident 
corporation, it would not be subject to the special tax, but would 


include the deemed income in its own transitional surplus for allocation 
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to its own shareholders. The special tax would not be payable by non- 
residents because they would derive no benefit from integration and 
would continue to be subject to withholding tax on distributions in 


the same manner as at present. 


It is not intended that the imposition of a transition tax should 
increase the total taxes on distributions over what would be payable 
under the present system. Therefore, we believe that an election 
Similar to the present section 105 should continue to be available 
during the transitional period of, say, seven years, Although the use 
of this election by a corporation would result in its having to remit 
part of the transition tax, this appears to be the most equitable 
procedure for allowing shareholders to elect the manner in which they 
wish to pay the transition tax. Thus, we suggest that a corporation 
be permitted to elect to pay 15 per cent on one half of its transition 
Surplus and thereby relieve its shareholders from having to bring 


that portion of the transition surplus into their income. 


The special tax would be imposed as long as any transition surplus was 
on hand. However, to ensure that the period of time concerned did not 
become extended, and to prevent the undue deferment of the payment of 
this tax, the government might wish to provide that all transition 

surplus must be paid or allocated by some final date, say, seven years 


from the transition date. 


The transition tax would be based on a deemed figure, even though the 
amount would be calculated by reference to actual distributions or 
allocations. It would be a Special tax and would not in any way affect 
the other tax consequences of making a distribution or allocation as 
outlined in Chapter 19 and would not affect the basic tax accounts of 
the corporation. Thus, it would not involve any adjustment to the 

cost basis of the shares. The tax would be a form of arbitrary fee 


levied on shareholders which, only for purposes of the computation, 
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would be related to corporate distributions and allocations. Relating 
it in this fashion would also ensure that most shareholders would pay 

less tax and that no shareholders would pay substantially more tax on 

corporate distributions than they would have paid under the present 


legislation. The taxes payable are shown in Table J-l. 


op Many of the present "surplus-stripping" problems would remain in 
connection with the transition tax. It would probably be necessary 
to have special rules for the imposition of the tax on a sale of 
shares by a resident to a non-resident, to an exempt organization or 


to a security dealer. 


While this description is rather specific, the details of the transi- 
tion tax and the number of years to be taken into account in computing the 
transition surplus would be determined by the government after further study 
of the probable effect on revenue of the introduction of the proposed changes 


in the tax system. 


A special tax in this form has a number of implications. The tax would 
essentially be based upon undistributed income accumulated over recent years. 
Therefore, it would amount to a tax on surplus. However, we do not believe 
that this would be inequitable because it would only take the surplus of 
recent years into consideration and most shareholders have anticipated that 
the withdrawal of this surplus through dividends would eventually involve 
some tax liability. We believe that it would be advantageous for the economy 
as a whole to have the full benefits of integration immediately available to 
new, to recently formed and to rapidly expanding corporations. Basing a 
transition tax on recently acquired undistributed income would minimize the 
tax on these three groups. In addition, the "capitalizing" of all the un- 
distributed income on hand would benefit the old established companies with 
large surpluses by limiting the tax liability on distribution of their 
surpluses. However, it is reasonable to collect some tax from the share- 


holders of these corporations. Because surplus accumulated up to the 
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TABLE J-1 


EXAMPLES OF THE TOTAL TAX ON A $100 POST-TRANSITION DIVIDEND 


OR ALLOCATION FROM A CORPORATION WITH AT LEAST AN 
EQUIVALENT AMOUNT OF TRANSITION SURPLUS ON HAND 


Resident shareholder with 20 per cent marginal tax rate 


Ordinary dividend or allocation 
Grossed-up 


Personal tax at 20 per cent 
Credit for corporation tax 


Refund 


Transition Tax 


Deemed income of $50 at 20 per cent 
Section 105 type election by 
corporation on $50 at 15 per cent a/ 


Personal tax (as above) 


Total tax paid 


Resident shareholder with 50 per cent marginal tax rate 
Ordinary dividend or allocation 


Grossed -up 


Personal tax at 50 per cent 
Credit for corporation tax 


Refund 


Transition tax 


Deemed income of $50 at 50 per cent 
Section 105 type election by 
corporation on $50 at 15 per cent af 


Personal tax (as above) 


Total tax paid 


Note: 


25.00 


7-50 
100 .00 


$132.50 


a/ It is assumed that the corporation elects to pay the 15 per cent 


tax on one half of the transition surplus. 
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transition date would not be subject to any further tax on distribution to 
the shareholders other than the special transition tax, most shareholders of 
corporations with accumulated earnings would be in a much improved situation 


even after payment of the tax. 


This transition tax does not purport to be equitable in any absolute 
sense to the shareholder of a particular company relative to another share- 
holder in the same or another company. However, even though the impact of 
the tax might weigh relatively more heavily on some companies than on others, 
the potential inequities are much less serious than might otherwise appear 
because most shareholders have some diversification in their portfolios, 
often through investments in mutual funds and pension plans. High income 
individuals holding shares in private companies that have had low pay-out 
ratios in order to defer personal tax are less likely to have this diversi- 
fication than others. The transition tax would be relatively heavy in the 


case of this group. This feature of the tax seems to us to be desirable. 


Because the transition tax would not be imposed on the company and the 
undistributed income would, in effect, be attributed to shareholders, non- 
resident shareholders should, in general, be unaffected. We do not favour 
the imposition of a new tax on non-residents to recoup revenues lost in 


making a change from which they would not benefit. 


Shareholders in private companies that in recent years have paid sub- 
stantial dividends or have made section 105 distributions, even if these 
distributions were in effect made from surplus accumulated many years before, 
would pay little additional tax. This is desirable because these share- 
holders have already distributed and paid tax on a substantial portion of 
their corporate income. Also, if a corporation had acquired tax-paid un- 
distributed income that it had not distributed, this would benefit its share- 
holders. This too appears equitable, because otherwise the shareholders 
would obtain no benefit from the payment of this tax on, the corporation's 


undistributed income. In addition, because the right to a section 105 
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election would remain available for a limited period of time, many companies 
would be able to reduce the effective tax burden to their shareholders by 


making such an election. 


Many small companies that could qualify for the accelerated capital 
cost allowance would be able to reduce or eliminate their ordinary income 
tax liability on corporate source income in the years immediately following 
the transition date, so that they should have available liquid funds with 


which to pay the special tax. 


Shareholders in mining and petroleum companies or life insurance 
corporations would be subject to little, if any, transition tax as the un- 
distributed income of these companies is usually relatively small. This 
would be a desirable result as our other proposals would generally increase 


the level of tax on these shareholders. 


The cash position of most shareholders who did not realize share gains 
during the transitional period would, on balance, be improved relative to 
their current position, despite the necessity of paying the special tax. 

The tax refund on allocated corporate income would, on average, more than 


offset the special tax. 
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L/ As a single time period would place a relatively new corporation in 
the same position as an older corporation that had been accumulating 
undistributed income for many years, it might be more equitable to 
also provide an alternative time period of, say, ten years. A company 
choosing the alternative would be permitted to reduce the transition 
surplus by an arbitrary amount of, say, 40 per cent to arrive at a 
figure similar to that obtained under the shorter time period. This 
alternative would be available even if the company had not been in 
existence for the full period of time in order to ensure that the 
newer companies would not be taxed relatively more heavily than the 
established corporations. The actual number of years that would be 
included in both of these computations would depend upon the amount 


of revenue required in the transitional period. 
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APPENDIX K 
TAX CONCESSIONS TO THE MINING AND PETROLEUM INDUSTRIES 
Historical Development 


Although the three-year exemption from income tax for new mines, the 
depletion allowances and the deduction of exploration and development costs 
which are enjoyed by the mining and petroleum industries are Si ftienlt to 
justify at the present time when virtually all costs are deductible, a 
review of the historical development of these tax concessions gives some 


insight into the reasons for their existence. 


Depletion Allowance. The depletion allowance was introduced in the Business 
Profits War Tax Act of 1916, and in general terms was intended to allow for 
exhaustion of the resource. No reference was made to an allowance for the 
cost of developing the resource; rather it was justified in terms of the 
value of the resource. This may be partly explained by the fact that the 
profits tax was to be levied only on profits in excess of a certain percent- 
age Of capital, and it was recognized that in an industry such as mining or 
petroleum the real capital values at the inception of the tax might be quite 
different from the costs recorded in the accounts. The depletion allowance 
might also have been justified as an indirect allowance for cost, since it 
does not appear that exploration and development costs were allowed at that 
time + a deduction in computing income. Once this concept was established 
for mining and petroleum companies in existence at the time of the intro- 
duction of the income tax, presumably it was difficult not to grant a similar 
allowance to new companies, even though no attempt has ever been made to 

tax these companies on the difference between the cost and the real value 

of the capital. Experience in the United States was Similar and probably 


influenced the Canadian approach. 


Under the Income War Tax Act of 1917, the Minister of National Revenue 
was given discretion to establish such an allowance for exhaustion as he 


deemed just and fair. Some time after 1928, the allowance was established 
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at 25 per cent of gross revenue, of which an amount calculated at 25 per 
cent of net revenue was viewed as a depletion allowance and the balance as 
an allowance in respect of development costs, although the meaning of these 
terms is not clear. In 1939 the first direct form of capital cost allowance 
emerged, a separate deduction being allowed by the Minister for a percentage 
of development costs, decreasing from 30 per cent to 10 per cent until the 
cost was fully written off. The Minister continued to grant a depletion 
allowance of 25 per cent of the net income remaining after deduction of the 
development costs. In 1941 the depletion allowance for operators was in- 


creased to 33.33 per cent at which level it has remained to the present day. 


In 1949 the calculation of the depletion allowances was set out in 
the Regulations. In their application to the petroleum industry, controversy 
ensued as to whether the depletion allowance was to be based ona "well-by- 
well" calculation, in which case only the profits of profitable wells would 
be considered, or whether it would be based on an "overall" calculation, 
in which case losses of unprofitable wells would have to be deducted as 
well as exploration, development and other operating expenses not related 
to the profitable wells. The Regulations were amended several times as 
the government attempted to ensure the latter treatment, and the result was 


that only in the years 1949 and 1950 could a well-by-well basis be used. 


Despite the changes which occurred after 1939 in the treatment of 
costs, referred to below, there was no basic change in the depletion al- 
lowance aside from an increase in the rate for operators from 25 per cent 
to 33.33 per cent. The liberalization of the allowance of costs did, of 
course, have an effect on the depletion allowances which are based on 
income after deduction of costs. In addition to this operator's depletion 
allowance, there has been a "non-operator's" depletion allowance of 25 per 


cent of gross revenue and also a depletion allowance granted to shareholders 


varying from 10 per cent to 20 per cent of the dividend, depending upon the 


proportion of the company's income directly or indirectly derived from oil 


and mining operations. 
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Three-Year Exemption for New Mines. The three-year exemption of the income 


of new mines was introduced in 1936 as a measure to encourage the develop- 
ment of the mining industry. At the time of its introduction, the Minister 
of Finance stated: 

"Exploration and development require expenditure of large 

amounts of capital over a considerable period of time. 

Private enterprise, therefore, can only be induced to enter 

the field if the prizes to be gained for the relatively few 

successes are attractive." 1/ 


Originally intended for a period of only a few years, it has been in the 


legislation in roughly the same form ever since, 


Deduction of Exploration and Development Costs. In 1943, tax credits were 


introduced for certain drilling and exploration petroleum expenditures. In 
introducing this measure the Minister of Finance referred to the emergency 
conditions of the day and stated that it was the government's desire to 
remove as far as possible any barriers which taxation may impose in the way 
of the search for oil. The tax credit rates corresponded to the corporation 
tax rates (in some cases exclusive of excess profits tax) of the time, and 
accordingly the tax treatment was equivalent to allowing the expenditures 


as a deduction in arriving at taxable income. 


When amendments to the tax legislation were considered in 1945, it was 
contended by some that the write-off of mining depreciation and pre-production 
costs tended to defeat the purpose of the three-year exemption, and in 1947 
gold mines were permitted to defer deducting certain expenses during the 
exempt period. With the introduction of the present depreciation system 
in 1949, the claiming of all capital cost allowances became permissive, and 
an incidental effect of this change was to permit mining companies to defer 
claiming capital cost allowances until after the three-year exemption had 


expired, 


A further major change in the treatment of costs came in 1948 when all 


exploration and development costs other than the costs of rights, bonus 
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payments and purchased properties became deductible immediately to the 
extent of the income of the taxpayer, any unabsorbed balance being available 
for indefinite carry-forward. The last major change occurred in 1962 when 
the costs of oil rights and properties became deductible in the same manner 


as exploration and development costs. 
Anomalies and Technical Difficulties 


There are a number of features in the provisions for the three-year 
exemption which present anomalies, loopholes and problems in administration. 
For example, there is considerable imprecision in the definition of what 
constitutes a new mine, and some of the mines which qualify may be in an 
ore body already known to exist and from which ores are being extracted 
at a nearby location, or the ore taken from the ground may be processed by 


an existing plant. 


It may be noted that the income which is exempt under the legislation 
may be considerably greater than the income determined under ordinary 
business principles, because capital cost allowances and the amortization 
of pre-production costs may be deferred until after the exempt period. While 
the results from the Mining Survey ey in this respect were incomplete and 
revealed wide fluctuations in experience, on the average the income for 
corporate purposes was about 72 per cent of the tax-exempt reported income. 
This would indicate that the three-year exemption is in effect at least a 
four-year exemption in terms of normal business profits. In addition, mining 
income for this purpose is treated as including income from a refining 
operation carried on by the taxpayer, but not the income from a refining 
operation carried on by another taxpayer. The exemption of income also 
provides an incentive for changing operating procedures in order to maximize 
income during the exempt period, although it is extremely difficult to 
determine the extent to which this has affected actual operations and, as 


far as we have been able to ascertain, it is not a material factor. 
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As in the case of the three-year exemption, income eligible for the 
33.53 per cent depletion allowance may include income from a refining 
operation carried on by the taxpayer, but not income from such an operation 
carried on by another taxpayer. In addition, it is somewhat anomalous that 
all exploration costs must be deducted in arriving at the income subject 
to depletion even though they may bear no necessary relation to the mine or 
petroleum well. This does not, however, seem to be a matter of contention 
in the mining industry, probably because the exploration costs are relatively 
smaller than in the oil industry, and a mine is often Operated by a separate 


company that is not engaged in outside exploration. 


One of the inherent difficulties in the tax concessions granted to 
the oil industry is the conflict between the two main concessions—the 
depletion allowance on production income and the fast write-off of costs. 
For example, the fast write-off of exploration and development costs has 
to be made against income subject to a lower rate of tax because of the 
depletion allowance. On the other hand, the effect of the depletion 
allowance is reduced because the fast write-off of exploration and develop- 
ment costs means that income, and therefore an effective claim for depletion 


allowance, is deferred. 


Taxpayers have resorted to various methods of deriving the maximum 
benefit from these two incentives by separating them. For the years 1949 
and 1950, the Home Oil Company was able to establish that the depletion 
allowance should be calculated on a well-by-well basis, 3/ which meant 
that exploration and development costs not related to the producing well 
were not deductible in computing the income Subject to depletion. Another 
taxpayer, Imperial Oil Ltd., was unsuccessful in its attempt to establish 
such a basis for 1951 under the Regulations as amended 4/. We understand 


that an integrated oil company is able to organize separate corporations 


in such a way that exploration costs can be deducted against refining 


and marketing income which would otherwise be taxed at full rates, and 
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can claim depletion allowance on the production income without deduction 
of such exploration costs. Although this use of separate corporations would 
effectively defeat the general basis for calculating depletion as set out 
in the Regulations, no action has been taken by the government to require 
consolidation of related corporations for the purpose of determining the 
depletion allowance. 
Problems Arising from Present 
Tax Concessions 

The relation between the depletion allowances and the fast write-off 
of costs was the basis of various proposals to us. One was that 150 per 
cent of exploration costs should be deductible. Another was that the de- 
pletion allowance should be based on 25 per cent of gross revenue, that is, 
before operating expenses and exploration and development costs. Based on 
future projections submitted to us by the Canadian Petroleum Association, 
this suggestion would, in the case of an oil company with a continuing 
exploration programme, virtually eliminate the taxation of any income from 
the exploration and production of oil. Their projected figures for calcu- 


lating the income from a barrel of crude oil were as follows: 


Selling price $2 .40 

Royalty ey: 
2.05 

Operating expenses 49 
1.56 

Exploration costs $ .67 

Development costs - 30 97 

Income 29 


The suggested 25 per cent gross depletion allowance would give an extra 
deduction of 51 cents (25 per cent of $2.05) per barrel, reducing the income 


per barrel to 8 cents. 


Since we have recommended that the depletion allowances be discontinued, 
it is not necessary to assess the merits of these proposals. An incidental 
result of our recommendation would be to bring the existing problems to an 


end. 
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A significant anomaly has emerged in respect of potash development. 
One method of extraction which involves drilling holes into the earth is 
considered an oil well operation, whereas another which involves extraction 
on the surface is considered an Open pit mining operation, eligible for the 
three-year exemption for new mines. This difference in eh whi has arisen 
merely from the physical characteristic of the Operation, which bears no 
relation to need for tax relief. With the adoption of our recommendation 
for removal of the three-year exemption for new mines, this anomaly would 


be ended. 


The tax advantage which an integrated mining or petroleum company 
enjoys in relation to an unintegrated company reflects the fact that, under 
the income tax system, the taxpayer with income against which to offset 
costs of developing new ventures is in an advantageous position, because he 
can have his costs immediately recognized for tax purposes. This inherent 
discrimination of the tax system is accentuated in the natural resource 
industries because of the basic nature of the industries and the special 


tax provisions which have been adopted to date. 


Because there is a long delay between the Outlay of expenditures to 
find mining and petroleum reserves and the resulting income, and because 
there is a continuing need to find new reserves for the future, deductibility 
of the expenditures as they occur can be extremely important. For companies 
engaged solely in production, the acceleration of the write-off of expendi- 
tures beyond a certain degree is of little Significance, because even a 
moderate degree of acceleration will permit income tax to be deferred for 
many years. Furthermore, if provision is made for the accelerated write- 
off of expenditures, a special incentive based on income, such as a per- 
centage depletion allowance, is not of much consequence for such companies 
because their income, and therefore their right to claim depletion, may be 
deferred until far into the future. For an integrated company, however, 


it may be possible to absorb immediately expenditures that will produce 
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long-term benefits and also to claim a depletion allowance relatively 
quickly. This is especially true where the form of corporate organization 
has enabled expenditures to be charged against income other than production 
income and depletion allowances to be calculated on the production income. 
Thus, while the tax provisions have enabled the unintegrated producing 
company to defer payment of tax for a long time, they have provided an even 


greater advantage to the integrated company. 


The recommendations for removal of the percentage depletion allowances 
will serve to reduce this sharp discrimination between the integrated and 


unintegrated companies. 


Representations have often been made that the United States operator 
has an advantage in carrying out oil operations in Canada compared with the 
Canadian operator, because of the operation of United States income tax 
laws. Where a United States corporation is operating in Canada through a 
branch, this advantage appears to arise from the possibility of writing off 
costs of the Canadian operations against other income in the United States, 
and from the fact that United States law provides for depletion at 27.5 per 
cent of gross revenue, subject to a maximum of 50 per cent of net income, 
on a property-by-property basis. These advantages are not unlike the ad- 
vantages of a Canadian integrated company over a Canadian unintegrated 
company. For a United States individual, the relative advantage arises 
from his ability to deduct costs incurred outside the United States against 
all his income, and from certain anomalies inherent in the United States 
method of taxation which permit a tax advantage to be gained through the 
generous allowances of costs and the preferential treatment of proceeds from 
oil properties. On the other hand, a United States corporation or individual 
is not allowed, under United States tax laws, the immediate deduction of 
all exploration and development costs which is generally permitted to a 


Canadian corporation engaged in oil operations. 
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House of Commons Debates, May 1, 1936, p. 2386. 


See Chapter 25, Reference 11/. 
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imperial Oil Ltd. v. M.N.R. [1960] S.C.R. 735. Imperial Oil claimed 
that the income subject to depletion amounted to $39,071,000, whereas 
the Minister contended, and the Supreme Court held, that the income 
subject to depletion was only $2,370,000. Of the difference, $20 
million related to exploration and development costs and the balance 
to the treatment of loss wells and the unrealized profit on oil and 


gas produced and retained in inventory. 
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APPENDIX L 


TAXATION OF FOREIGN INCOME UNDER THE 
UNITED STATES INTERNAL REVENUE CODE 
This is an outline of certain aspects of the taxation of foreign income 
under the United States Internal Revenue Code. Paramount attention is given 
to recent legislation, particularly the Revenue Act of 1962 which introduced 
new and extensive rules governing international business. Certain complex 
rules have been reduced to generalizations which necessarily disregard many 
qualifications and special rules. All references are to the Internal Revenue 


Code of 1954 and Regulations thereunder, as amended to April 30, 1966. 
BASIC RULES 
World Income 


Citizens, residents and corporations incorporated in the United States 
("domestic corporations") are subject to tax on income from all sources whether 


domestic or foreign ia 
Foreign Tax Credit or Deduction 


A taxpayer may elect to deduct foreign income taxes paid on foreign 
source income or to credit the foreign taxes against United States taxes other- 
wise payable on the foreign source income 2/. A credit for foreign taxes has 
te org in the Code in some form since 1918. Foreign taxes creditable 


include provincial and municipal income taxes. 


A United States corporation, but not an individual, is also permitted an 
indirect credit for foreign taxes under section 902. This section permits a 
United States corporation in calculating its United States tax on dividends 
from a foreign corporation to apply the United States tax rate to the profits, 
calculated by United States rules, of the foreign corporation before foreign 
income taxes and then to deduct from the United States taxes otherwise payable 
all the foreign taxes paid, to the extent that the dividend received is deemed 
to have been paid out of the income of a foreign corporation subject to foreign 


tax. 
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The indirect credit is available only to a domestic corporation which 
owns 10 per cent or more of the voting stock of the foreign corporation. A 
corporation may also credit its share of eligible taxes if the foreign corpo- 
ration in turn owns 50 per cent or more of the voting stock of a subsidiary 
of the foreign corporation, that is, a second-tier corporation. No credit is 


available for taxes paid by third and more remote tiers. 


A United States taxpayer is further entitled to elect whether to take an 
"overall limitation" or a "per country limitation" on the foreign tax credit 
claimed Shee If the former is elected, all foreign source income is lumped to- 
gether and one calculation is performed which includes all foreign income taxes 
paid on the income in question. If the latter is elected, a separate calcula- 
tion is performed for each country. The overall limitation may not be applied 
to certain interest income, generally, interest not derived from the active 
conduct of trade or business or from a corporation in which the taxpayer owns 
at least 10 per cent of the voting stock. This qualification was added by the 
Revenue Act of 1962. Any excess of credit over United States taxes payable, 
which the credit utilized in any one year may not exceed, may be carried back 
to the two taxable years next preceding the one in which the excess credit is 


generated and carried forward for five succeeding taxable years. 
Source of Income 


Determination of the source of income is basic to the United States system 
of taxation of income having a connection with the United States. It is spe- 
cially important in the operation of the foreign tax credit rules because of 
the possibility that a foreign country may tax income which is regarded under 
United States law as being United States source income. In such a case, the 
United States taxpayer may be subject to double taxation, unless relieved by 
a tax convention, because he will not be allowed credit under United States tax 
law for taxes paid on income which is deemed by United States law to arise from 


United States sources. 


The source rules are briefly as follows u/. The source of interest income 
is ordinarily the place of residence of the payor. For this purpose, all 
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domestic corporations are residents of the United States whether or not they 

do business or own property in the United States, and foreign corporations are 
residents if they are engaged in trade or business in the United States, There 
are three exceptions to the payor test. One takes into account the possibility 
of tracing the source of interest to the source of the ee of the payor and 


the other two exceptions apply to certain aspects of the banking business, 


In determining the source of dividend income, the place of incorporation 
and of the source of the income of the paying corporation are taken into ac- 
count in the application of certain relatively complex rules, The source of 
rent and royalty income is generally the place of location of the property 
giving rise to the income or the place where the property is used or is usable 
under licence, Services are deemed to give rise to income in the place where 
the services are performed, The source of income from the sale of real pro- 
perty is where the property is located, and income derived from the purchase 
and sale of personal property is deemed to be derived from the place where 
title to the goods passes to the buyer under the contract, If bare legal title 
is retained by the seller, the sale takes place where beneficial ownership and 
risk of loss is passed 5/, The source rule on the purchase and sale of personal 
property applies to the sale of securities as well as to goods and a sale 
includes an exchange, However, income from the production and sale of personal 
property is generally treated as derived partly from the place of production 
and partly from the place of sale. 


SOME SPECIAL RULES— 
EXEMPTIONS AND LIMITATIONS 


Earned Income of Citizens Resident 
Outside the United States 


A United States citizen resident abroad is not subject to United States 
tax on foreign source income for personal services: 


1. Up to $20,000 if he has been a bona fide resident of a foreign country 
or countries for an uninterrupted period which includes an entire taxable 


year; and 
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2s Up to $25,000 after three consecutive years of bona fide residence. 


A taxpayer who has not established residence abroad may exclude from income 
subject to United States tax up to $20,000 of compensation earned abroad if 
he has been present ina Popeian country for 510 full days (17 months) in a 
period of 18 consecutive months. If the 18-month period begins or ends during 
a taxable year, the exemption is limited to the proportionate part of $20,000. 


Special provisions cover other situations involving partial tax years 6/. 
Western Hemisphere Trade Corporations 


The law includes several qualifications to the general rule that a United 
States corporation is fully taxable currently on all its income from whatever 
source. For example, a United States corporation which is a "western hemis- 
phere trade corporation" is granted, under provisions introduced in 1942, a 
deduction of approximately 14 percentage points for specified types of opera- 
tions in the western hemisphere outside the United States. Briefly stated, 

a western hemisphere trade corporation is a United States corporation all of 
the business of which (other than incidental purchases ) is done in any country 
or countries in North, Central or South America or in the West Indies, 95 per 
cent or more of the gross income of which for the three-year period immediately 
preceding the close of the taxable year was derived from sources outside the 
United States and 90 per cent or more of the gross income of which for the same 
period was derived from the active conduct of a trade or business The A west- 
ern hemisphere trade corporation subsidiary may be included in a consolidated 
return with a fully taxable United States parent corporation 8/ and, as a 
result of the 1964 amendments to the Code, is enabled to pass dividends to 

the parent without additional tax on the dividend, when it is included in a 
consolidated return. The credit for foreign taxes is available, but the credit 
is reduced to prevent the spread of the benefit or the preferential tax rate 
accorded to the western hemisphere trade corporation io other corporations in 
the group when an overall limitation is used and the taxable income of the 


western hemisphere trade corporation is derived from different countries than 
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is the income of the other corporations a. Dividends may also be paid to 
the parent without tax when an election is made by the parent to take a 
full deduction for dividends received 10/. Both the election to take the 
"100 per cent dividends received" deduction and the election to file a con- 
solidated return result in loss of the separate surtax exemption of the 


western hemisphere trade corporation. 
Possessions Corporations 


Another provision of long standing grants certain exclusions from in- 
come for United States corporations engaged primarily in earning income from 


United States possessions 11/. 
SOME SPECIAL RULES-—INCLUSIONS 
Foreign Personal Holding Companies 


The foreign personal holding company provisions of the Code were enacted 
in 1957, primarily to prevent citizens and residents from avoiding United 
States tax by transferring their securities to a foreign holding company. 
Section 551 of the present Code provides that the undistributed foreign per- 
sonal holding company income of a foreign personal holding company shall be 
included in the gross income of citizens or residents of the United States 
and domestic corporations to the extent of the dividend which would have been 
distributed to them had the undistributed foreign personal holding company in- 
come been paid out as dividends. A company is a foreign personal holding 
company if at least 60 per cent of its gross income, as defined for that pur- 
pose for a taxable year, is foreign personal holding company income (50 per 
cent in taxable years subsequent to the first taxable year in which the 60 per 
cent test is met) and more than 50 per cent in value of its outstanding stock 
is owned directly or indirectly at any time during its taxable year by or for 
not more than five individuals who are citizens or residents of the United 


States. 
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Foreign personal holding company income is defined as that portion of 
gross income which consists of dividends, interest, royalties, annuities, 
gains from the sale or exchange of stock or securities, gains from futures 
transactions in any commodity on or subject to the rules of a board of 
trade or commodity exchange, certain income relating to estates and trusts, 
income from personal service contracts where the individual who is to per- 
form the services is designated in the contract or may be designated by 
some person other than the corporation in certain circumstances, income 
from the use of corporation property by shareholders, and rents which do 
not constitute 50 per cent or more of the gross income of the corporation. 
It is to be noted that the 60 per cent (50 per cent) requirement relates to 
the gross income of the foreign company. If that test is met, the United 
States shareholder must include in his gross income his allocable share of 
the entire taxable income which is computed as if the corporation were a 
United States taxpayer. 

The Revenue Act of 1962— 
"Controlled Foreign Corporation" 

The scope of United States income tax law prior to the 1962 Revenue Act 
may be summarized as follows. Apart from the taxation of income from United 
States sources, and subject to the foreign personal holding company provisions 
of the Code, United States individuals and United States corporations could 
engage in business outside the United States through the instrumentality of 
a foreigm corporation without subjecting the profits from such operation to 
United States taxes until the profits were repatriated. If they were re- 
patriated in the form of dividends, they would be taxed as ordinary income 
subject to foreign tax credit. In the event of the sale or exchange of stock 
of a foreign corporation, which includes the liquidation of the foreign cor- 
poration except in special circumstances, the gain would be taxed at the 
special capital gain rate. The Revenue Act of 1962 made substantial changes 
in the taxation of the foreign activities of United States persons, both in- 
dividuals and corporations, and the provisions of that Act will be set out 


somewhat more extensively than the prior law. 
App. L 


749 


Subpart F Income 1o/ - Certain types of income of controlled foreign corpo- 
rations ("subpart F income"), even though undistributed, are included in the 
income of United States shareholders in the year the income is earned by the 
foreign corporation. In these cases, the shareholders are permitted to take 
the foreign tax credit to the same extent as if actual distribution had been 
made. United States shareholders are defined as "U. S. persons" with a 10 
per cent stock holding. "U. S, persons", generally speaking, are United 
States citizens or residents and domestic corporations , partnerships, and 
estates or trusts. Each United States Shareholder to be so taxed mst either 
actually or constructively have at least a 10 per cent interest in the voting 
power of all classes of stock of a controlled foreign corporation. A foreign 
corporation is a controlled foreign corporation for this purpose only if more 
than 50 per cent of the combined voting power of all classes of stock is 
owned directly or constructively by these United States shareholders each 
having a 10 per cent or greater stock interest. To bring the provisions into 
play, a foreign corporation must be a controlled foreign corporation for a 
period of 30 days or more during any taxable year beginning after December pry: 
1962, and only a person who is a United States shareholder on the last day 
such corporation is a controlled foreign corporation in any year is subject 


to United States tax on his pro rata share of subpart F income. 


Two categories of undistributed income are taxed to the United States 
shareholders of controlled foreign corporations. The first category involves 
income derived from the insurance or reinsurance of United States risks and 
was designed to avoid practices resulting from the Life Insurance Company 
Income Tax Act of 1959. These provisions are not thought relevant to Cana- 
dian experience and will, therefore, not be discussed herein. The other 
category is referred to as foreign base company income. Foreign base company 
income is broken down into foreign personal holding income, foreign base 
company sales income and foreign base company services income. Collectively, 
the income derived from insurance or reinsurance of United States risks and 


foreign base company income is referred to as "subpart F income". The amount 
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of this which may be taxed in any year is limited to the earnings and pro- 
fits of the controlled foreign corporation for the taxable year less deficits 


of that and other controlled foreign corporations not offset since 1959. 


Earnings Invested in United States Property niet hs In addition to certain 


types of undistributed earnings being treated as if they were distributed to 
the United States shareholders of controlled foreign corporations, the Act 
also provided that increases in earnings invested in United States property, 
with certain exceptions, are to be taxed to United States shareholders. In 
general terms, United States property includes tangible property located in 
the United States, stock of a United States corporation, an obligation of a 
United States person and patents, copyrights and technical data acquired or 
developed for use in the United States. Earnings invested in United States 
property are treated first as arising out of subpart F income which means 
that, to the extent that subpart F income is taxed to United States share- 
holders, the income of the corporation will not again be taxed to the United 
States shareholders because of investments in United States property. 
Similarly, actual dividend distributions are treated first as being paid 

out of earnings invested in United States property, then out of subpart F 
income, and only finally, if any balance remains, out of the accumulated 
earnings and profits of the corporation which have not already been taxed 

to the shareholders. Only when actual dividends are treated as paid out of 


this latter category do they represent taxable dividends to the shareholders. 


The earnings of a corporation classified as subpart F income or as 
investments in United States property give rise to taxable income to the 
United States shareholders only with respect to the portion of the earnings 
represented by the portion of the year in which the corporation was a con- 
trolled foreign corporation and the shareholders are taxed only on their 
allocable shares of the earnings. However, the provision applicable to in- 
creases in earnings invested in United States property is operative with 
respect to the total earnings of the controlled foreign corporation irres- 


pective of when they are earned. 
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Foreign Base Company Income w/. Foreign base company income consists of 
foreign personal holding company income, foreign base company sales income 
and foreign base company services income which are discussed below. Ex- 
cluded from foreign base company income are dividend and interest income 
from 10 per cent related persons (and gains from the sale or exchange of the 
underlying investments) which are attributable to certain investments in 
less developed countries. Also excluded is certain income from shipping. 
Special rules apply where gross income giving rise to the foreign base com- 
pany income represents less than 30 per cent or more than 70 per cent of 

the controlled foreign corporation's gross income. A further exception is 
provided for a foreign corporation where it is established to the satisfac- 
tion of the Treasury Department that the foreign corporation is not utilized 
to reduce taxes. The exclusions and special rules are discussed briefly 


below. 


Foreign Personal Holding Company Income 15/. This category involves income 
which under other provisions of the Code already is defined as "foreign 
personal holding company income", Generally speaking, this is income which 
is passive in character. It includes income from dividends, interest, most 
royalties, annuities, etc. In this connection, the Senate Committee on 
Finance said: 

"Your committee, while recognizing the need to maintain active 

American business operations abroad on an equal competitive 

footing with other operating businesses in the same countries, 

nevertheless sees no need to maintain the deferral of U. S. 

tax where the investments are portfolio types of investments, 

or where the company is merely passively receiving investment 

income. In such cases there is no competitive problem justify- 

ing the postponement of the tax until the income is repatriated." 16/ 

Three modifications are made in the definition of foreign personal 
holding company income for the purposes of determining foreign base company 
income. First, all rental income is included in foreign base company income 


whereas under section 553 of the Code rental income is included as foreign 


personal holding company income only if it constitutes less than 50 per cent 
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of the gross income of the corporation. Second, rents and royalties received 
from an unrelated person and derived from the active conduct of a trade or 
business are excluded from foreign base company income, as are dividends, 
interest and gains from the sale or exchange of stock or securities derived 

in the conduct of a banking, financing or similar business, and also divi- 
dends, interest and gains from the sale of stock or securities derived from 
the investment made by an insurance company of its unearned premiums or re- 
serves necessary for the proper conduct of its insurance business. In this 
second category, only income from unrelated persons will qualify for the 
exemption. The third type of exception is made for income received from 
related parties. This is designed to avoid taxing the United States share- 
holders on dividends received by a controlled foreign corporation from a 
related party where the United States shareholder would not have been taxed 

if he had owned the stock of the related party directly. For this reason, 
dividends and interest received from a related corporation, which is orga- 
nized under the laws of the same foreign country as the controlled corporation 
and has a substantial part of its assets used in its trade or business located 
in that foreign country, are not included in the foreign base company income. 
Rents, royalties and similar payments received from a related party, whether 
or not incorporated in the same jurisdiction, are also excluded from foreign 
base company income if these amounts are received for the use of property 
within the country in which the controlled foreign corporation is incorporated. 
Also excluded from foreign personal holding company income in determining 
foreign base company income is interest received by a banking or financing 
business firm from a related person also engaged in the banking or financing 
business, if the business of each is predominantly with unrelated persons. 
Therefore, foreign base company income will not arise merely because of nor- 


mal business transactions between two or more related financial institutions. 


Foreign Base Company Sales Income Tf! Foreign base company sales income 
is derived from the purchase and sale of personal property if the property 


is either purchased from a related person or sold to a related person and is 
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manufactured, produced, grown or extracted outside of the country where the 
controlled foreign corporation is organized and the property is also sold 
for consumption or use outside of that country. The provisions also cover 
similar cases where the controlled foreign corporation does not take title 
to the property but acts on a fee or commission basis. The nasi het aee does 
not include cases where any significant amount of manufacturing, major as- 
sembling or construction activity is carried on with respect to the product 
by the selling corporation. However, activities such as minor assembly, 
packaging, repackaging or labelling are not sufficient to exclude the pro- 


fits from the definition 18/. 


The Senate Committee stated: 


"The sales income with which your committee is primarily concerned 
is income of a selling subsidiary (whether acting as principal or 
agent) which has been separated from manufacturing activities of 
a related corporation merely to obtain a lower rate of tax for 
the sales income. This accounts for the fact that this provision 
is restricted to sales of property to a related person, or to 
purchases of property from a related person. Moreover, the fact 
that a lower rate of tax for such a company is likely to be obtained 
only through purchases and sales outside of the country in which 
it is incorporated, accounts for the fact that the provision is 
made inapplicable to the extent the property is manufactured, pro- 
duced, grown, or extracted in the country where the corporation 
is organized or where it is sold for use, consumption, or dis- 
position in that country. Mere passage of title or the place of 
the sale are not relevant in this connection." 1 


Also included in foreign base company sales income are operations 
handled through a branch rather than a corporate subsidiary operating 
outside the country in which the controlled foreign corporation is incor- 
porated, if the combined effect of the tax treatment accorded the branch 
by the country of incorporation of the controlled foreign corporation and 
the country of operation of the branch is to treat the branch substantially 
the same as if it were a subsidiary of a foreign corporation organized in 


the country in which it carries on its trade or business. 


Foreign Base Company Services Income 2 ae Foreign base company services 


income is derived from the performance of technical, managerial, engineering, 


architectural, scientific, skilled, industrial, commercial or similar services, 
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but only where they are performed for or on behalf of a related person and 
are performed outside the country under the laws of which the controlled 
foreign corporation is created or organized. Not included is income derived 
in connection with the performance of services which are directly related to 
the sale or exchange by the controlled foreign corporation of property manu- 
factured, produced, grown or extracted by it and which are performed prior 
to the time of the sale or exchange, or of services directly related to an 


offer or effort to sell or exchange such property. 


As in the case of sales income, the purpose of including foreign base 
company services income is to deny tax deferment where a service subsidiary 
is separated from the manufacturing or similar activities of a related corpo- 
ration, and is organized in another country primarily to obtain a lower rate 


of tax for the service income. 


The 40-70 Rule pale The three categories of income described above which 
are called foreign base company income are taxed to the United States share- 
holder of a controlled foreign corporation only if the foreign base company 
income amounts to at least 430 per cent of the gross income of the corporation. 
If gross income giving rise to the foreign base company income exceeds 70 per 
cent of gross income, the entire gross income (reduced by certain deductions ) 
of the corporation is treated as foreign base company income. Between these 


limits, only the actual foreign base company income is taken into account. 


Qualified Investments in Less Developed Countries Core Although otherwise 


classified as foreign base company income, dividend and interest income and 
gains from the sale or exchange of qualified investments in less developed 
countries are excluded from subpart F income to the extent that these amounts 
are reinvested in qualified investment in less developed countries 23/. Pro- 
vision is also made for an increase in the income taxable to the United States 
shareholders whenever there is a decrease in qualified investments in less 
developed countries, to the extent they were initially attributable to divi- 


dends, interest or gains of the type referred to above. 
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Qualified investments in less developed countries consist of stock of 
a less developed country corporation and obligations of such corporations 
which at their time of acquisition by the controlled foreign corporation 
had a maturity of one year or more. However, for either the stock or obli- 
gations to qualify, the controlled foreign corporation must ve 10 per cent 
or more of the voting power of all classes of stock of the less developed 
country corporation and the investment must be held for six months. Quali- 


fied investments also include obligations of a less developed country. 


Less developed country corporations fall into two categories. One 
category includes foreign corporations incorporated in the less developed 
country which are engaged in the active conduct of a trade or business, which 
derive 80 per cent or more of their income from sources within less developed 
countries and which have 80 per cent or more in value of their assets in 
property generally used in a trade or business in less developed countries 
or in certain other specified types of associated property. The other cate- 
gory is foreign corporations, not necessarily incorporated in a less developed 
country, receiving 80 per cent or more of the gross income from shipping or 


airline activities connected with less developed countries. 


To the President of the United States is delegated the power to desig- 
nate a country or territory a less developed country for the purposes of the 
Code. However, expressly excluded from the category are 21 countries, 
generally the most highly developed economically. Countries within the 
Sino-Soviet Bloc are also excluded. The President may not terminate such 
designation unless at least 30 days prior to such termination he has noti- 
fied the Senate and the House of Representatives of his intention to terminate 


the designation. 


The concept of less developed country corporations is also used, as 
noted above, in connection with the indirect credit for foreign taxes and, 
as will be noted, in connection with the United States tax treatment of the 
gain from the sale or exchange (including the liquidation) of a controlled 


foreign corporation. 
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Schedule of Minimum Distribution. A domestic corporation need not include 
subpart F income in its gross income if the foreign corporation generating 
the subpart F income has paid a substantial rate of foreign income tax, or 
made a substantial current distribution of earnings to the United States 
shareholders, or some combination of these factors exists. The object of 
the provision is to bring the overall United States and foreign tax rates 

up to 90 per cent of the United States rate. To qualify for the exception, 
the domestic parent corporation must make an election prior to the last date 


for filing a return and must determine whether the election will cover: 


Ls A single controlled foreign corporation; 

2 A chain of controlled foreign corporations ; 

Sa All controlled foreign corporations ; 

ls All controlled foreign corporations other than less developed country 


corporations. 


The required distribution from one or more controlled foreign corporations 
depends upon the effective foreign tax rate and, generally, as the rate in- 
creases the percentage of profits required to be distributed decreases. For 
example, for taxable years beginning after December 31, 1964, if the effective 
foreign tax rate is under 9 per cent, the required minimum distribution of 
earnings and profits is 83 per cent; if the effective foreign tax rate is 


at least 43 per cent, no earnings or profits need be distributed. 


For the purposes of the minimum distribution schedule, taxpayers may 
treat foreign branches of United States corporations as if they were wholly 
owned foreign subsidiaries distributing 100 per cent of their earnings. 
Special rules apply to certain United States possessions. Further, a tax- 
payer in computing the minimum distribution may omit income from a foreign 
corporation if it is established to the satisfaction of the Treasury Depart- 
ment that its earnings were blocked because of currency or other restrictions 


imposed by the laws of a foreign country. 
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The effective foreign tax rate referred to in the minimum distribution 
schedule is determined by expressing the income taxes, paid or accrued to 
the foreign countries or possessions of the United States by the foreign corpo- 
ration or corporations involved, as a percentage of the earnings and profits 
of the foreign corporation or corporations plus the foreign taxes themselves. 
The earnings and profits must be determined according to rules substantially 


similar to those applicable to domestic United States corporations. 


A distribution may be treated as being made in the year if paid within 
180 days after such year el. If a United States shareholder in making its 
return applies the minimum distribution schedule and subsequently it is found 
that for reasonable cause it has not met the minimum schedule, subsequent 
distributions may be made by the controlled foreign corporation, as prescribed 
by regulations, and may be treated as if they had been made in the earlier 


qualifying period. 


Export Trade Corporations Dols Certain income of export trade corporations 

is excluded from subpart F income. To qualify for the deduction of export 
trade income, 90 per cent or more of the controlled foreign corporation's 

gross income for the three-year period preceding the close of the current 
taxable year must have been derived from sources outside the United States, and 
75 per cent of the corporation's gross income must have reflected export trade 
income which is defined as the net income from one or more of the following 


transactions? 


os The sale to unrelated persons for export from the United States of 
goods manufactured, grown, produced or extracted in the United States 
("export property"), and services in respect of the installation or 


maintenance of such export property. 


ee Services performed in connection with the use outside of the United 


States of certain types of intangible property. 
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D6 Commissions, fees or similar compensation from the use by an unrelated 
person of export property or from the rendering of technical, scien- 
tific or engineering services to unrelated persons and attributable 


to the use of export property. 


a Interest from evidences of indebtedness executed in connection with 


the payment for purchases of export property. 


If 50 per cent or more of the gross income of the controlled foreign corpo- 
ration is derived from income from agricultural products grown in the United 


States, the 75 per cent requirement does not apply. 


The deduction is further limited to the lesser of (a) one and one-half 
times export promotion expenses properly allocable to the export trade income, 
or (b) 10 per cent of the gross receipts, accruing to the export trade corpo- 
ration from the sale, installation, operation, maintenance, or use of property 
in respect of which the corporation derives export trade income, properly 
allocable to the export trade income which constitutes foreign base company 
income. Furthermore, the reduction may not exceed an amount which bears the 
same ratio to the increase in the investment in assets connected with the 
export trade as the export trade income which constitutes foreign base company 


income bears to the entire export trade income of the corporation for a year. 


Foreign Tax Credit 26/. United States shareholders who are taxed on sub- 
part F income, on a decrease in investments in less developed countries, or 

on the increase in earnings invested in United States property may take credit 
for foreign taxes paid by the foreign corporation if the shareholder is the 
person to whom such foreign credit would be allowed in the case of an actual 
distribution. Taxes so allowed as credit will not again be allowed as credits 
when actual distributions are made, nor will the distributions be taxable. 
However, where the foreign country imposes a tax directly on dividend dis- 
tributions, such tax would not initially be taken into account when the share- 
holder at an earlier date was taxed on undistributed earnings of a controlled 


foreign corporation. These taxes on actual dividend payments will be allowed 
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as credits in the year in which the actual dividends are paid even though 
these dividends are not taxable to the United States taxpayer receiving 
them because of an earlier inclusion of these amounts in income. Ad just- 
ments are made in the overall and per-country limitations to keep these 
limitations from reducing the creditable taxes in such cases below what 
could be credited if the income taxed and taxes attributable to this income 
had been taken into account in the same year. If the taxpayer has insuffi- 
cient United States income tax against which to offset such credits in the 


year of the actual distribution, refunds are allowed. 


Adjustment to Basis of Stock 27/. Because a United States taxpayer will be 


subject to taxes on the gain from the sale or exchange of stock in a con- 
trolled foreign corporation (including a liquidation), it is necessary, 
where amounts not actually distributed to a taxpayer are nevertheless taxed 
to him, to increase his basis for the stock in the controlled foreign corpo- 
ration by the amounts so taxed to him. If subsequently actual distributions 
are made which do not result in any tax to the shareholder because of the 


prior tax payments by him, the basis of the stock is reduced accordingly. 


Election of an Individual to be Treated as a Corporation 28/. An individual 


shareholder who is subject to the subpart F rules may elect to be taxed on 
that portion of his income as if he were a corporation. This is designed to 
equate his position to that which would have obtained if he had invested 


through a domestic corporation rather than directly in a foreign corporation. 


Gain from Sale or Exchange of Stock 29/. Prior to the 1962 Revenue Act, it 


was possible to distribute to a United States shareholder earnings accumlated 
by a foreign corporation merely by paying tax at capital gain rates on such 
earnings included in the gain. This could be accomplished either by the sale 
or exchange of the stock in the foreign corporation or by the liquidation of 
the company. It was also theoretically possible to realize on earnings accum- 
lated by a foreign corporation without payment of any income tax at all in 


the United States by the use of a tax-free reorganization 30/ or through the 
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use of a tax-free liquidation 31/3 However, to achieve this end, it was 
necessary to obtain from the Commissioner of Internal Revenue an advance 
ruling that the transaction was not "in pursuance of a plan having as one 

of its principal purposes the avoidance of Federal income taxes” Aah 
Generally, the Commissioner was unwilling to grant such approval where an 
appreciable amount of earnings and profits had been accumulated in a foreign 


corporation. 


The 1962 Revenue Act added section 1248 of the Code which applies to 
any shareholder who owns 10 per cent or more of the total combined voting 
power of the stock of a foreign corporation at any time during the five-year 
period ending on the date of sale or exchange, but only if the corporation 
was a controlled foreign corporation at any time during the period that the 
stock was owned by the shareholder. The 10 per cent ownership is determined 
under the constructive ownership stock rules which apply to subpart F income 
and are contained in section 958 of the Code. Section 1248 applies to any 
sale or exchange or to any surrender of stock to the corporation for redemp- 
tion in a transaction which would be treated as a sale or exchange under 
sections 302 or 3431 of the Code (a buy-out or a total or partial liquidation). 
When there is a gain on the transaction, there is included, as a dividend, in 
the gross income of the person surrendering the stock the portion of such gain 
attributable to the earnings and profits of the foreign corporation allocahies 
to the stock surrendered, accumulated while the shareholder held the stock 
during the period in which the corporation was a controlled foreign corpora- 


tion in taxable years beginning after December 31, 1962. 


If the shareholder surrendering the stock is a corporation, it is en- 
titled to a credit for foreign taxes paid by the foreign corporation in the 
same manner and to the same extent as it would be entitled to such credit in 
the case of any other dividend received from a foreign corporation. If the 
shareholder is an individual, the tax to be paid by him is not cote greater 


than the sum of the following amounts: 
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Ls The excess of the United States income taxes which would have been 
paid by the foreign corporation with respect to its income if it had 
been a domestic corporation over the foreign income taxes actually 


paid by such corporation. 


as The amount of capital gains which would have resulted to the share- 
holder on the surrender of his stock, if the amount actually received 
by him on such surrender were diminished by the first amount described 


above. 


The limitation does not apply unless the taxpayer establishes the amount of 


foreign taxes to be taken into account. 


The earnings and profits for the purposes of this section do not in- 
clude any amount attributable to gains on sales made in the course of a 
liquidation if these sales would have been treated as tax-free sales on 
liquidation had the corporation been a domestic corporation. Further, the 
section does not apply to earnings and profits accumulated by a foreign 
corporation while it was a less developed country corporation if the stock 
sold or exchanged was owned for at least ten years by the United States per- 
son before the date of the sale or exchange. A transfer of stock by death 


is viewed as not interrupting the continuous ownership. 


The section also provides that any item of gross income of the foreign 
corporation treated as income derived from sources within the United States 
is not to be included in the earnings and profits to be taken into account. 
Also, earnings taxed under subpart F will not be taxed a second time under 
this section. The provision does not apply to distributions to pay 
death taxes 33/ or to gain realized because of "boot" on a reorganization 
exchange 3h/ , It likewise does not apply to any amount which is treated 
under any other section of the Code as a dividend, as a gain from the sale 
of an asset which is not a capital asset, or as a short-term gain. Unless 


the taxpayer establishes the amount of the earnings and profits of the 
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foreign corporation to be taken into account, the entire gain from the sale 


or exchange is considered a dividend. 


Sale or Exchange of Patents, Copyrights and Similar Property. Section 1249 
of the Code, added by the Revenue Act of 1962, provides that gain from the 


sale or exchange after December 1962 of a patent, invention, model or design 
(whether or not patented), a copyright, a secret formula or process or any 
other similar property right to any foreign corporation by a United States 
person which controls such foreign corporation is to be treated as ordinary 
income rather than as capital gain if, put for the section, the gain would 

be entitled to capital gain treatment under the Code. The provision does not 
apply to gains from the sale or exchange of trade marks. For the purposes of 
the section, control means the ownership directly or indirectly of stock pos- 
sessing more than 50 per cent of the total combined voting power of all classes 
of stock and ownership may be determined by the constructive ownership rules 


of section 958. 
Allocation of Income and Deductions 


Section 482 of the Code provides: 

"In any case of two or more organizations, trades, or businesses 
(whether or not incorporated, whether or not organized in the 
United States, and whether or nct affiliated) owned or controlled 
directly or indirectly by the same interests, the Secretary or 
his delegate may distribute, apportion, or allocate gross income, 
deductions, credits, or allowances between or among such organi- 
zations, trades, or businesses, if he determines that such distri- 
bution, apportionment, or allocation is necessary in order to 
prevent evasion of taxes or clearly to reflect the income of any 
of such organizations, trades, or businesses." 


Existing regulations introduce the concept of "true taxable income" 
to apply in the case of a controlled taxpayer and to mean the taxable in- 
come which would have resulted to the controlled taxpayer had it in the 
conduct of its affairs dealt with the other member or members of the group 
at arm's length 35/. The Regulations state that the purpose of section 482 


is to place a controlled taxpayer on a tax parity with an uncontrolled tax- 


payer by determining according to the standard of an uncontrolled taxpayer 
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the true taxable income from the vroperty and business of a controlled tax- 


payer 36/, Further, the Regulations state: 


"Transactions between one controlled taxpayer and another will be 
subjected to special scrutiny to ascertain whether the common 
control is being used to reduce, avoid, or escape taxes, In 
determining the true taxable income of a controlled taxpayer, 
the district director is not restricted to the case of improper 
accounting, to the case of a fraudulent, colorable, or sham 
transaction, or to a case of a device designed to reduce or avoid 
tax by shifting or distorting income, deductions, credits, or 
allowances, The authority to determine true taxable income ex- 
tends to any case in which either by inadvertence or design the 
taxable income, in whole or in part, of a controlled taxpayer, 
is other than it would have been had the taxpayer in the conduct 
of his affairs been an uncontrolled taxpayer dealing at arm's length 
with another uncontrolled taxpayer." 37/ 


More extensive regulations have been proposed to deal with specific 


classes of cases, as follows: 38/ 


ky 


An arm's length interest rate must be charged on loans between 
members of a controlled group, The proposed regulations list as 
pertinent factors the amount of the loan, the security involved, 
the credit standing of the borrower, the interest rate prevailing 
at the situs of the lender or creditor for comparable loans, and 
other relevant facts, If the creditor was not regularly engaged 


in the business of lending to unrelated parties, and if the tax- 


‘payer cannot establish to the satisfaction of the district director 


an appropriate rate, a rate fixed by the parties between 4 per cent 
and 5 per cent will be acceptable or, if they have not fixed such 


arate, arate of 5 per cent will be deemed to be appropriate, 


The price for services performed by one member of a controlled 
group for another may be determined on the basis of their cost, 

No allocation will be made under the proposed regulations if the 
party rendering the services has itself made an allocation to re- 
flect these services "by employing in a consistent manner a method 
of allocation which is reasonable and in keeping with sound ac- 
counting practice". The costs to be taken into account are set 


out in detail. 
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4-6 An arm's length rental charge must be made for the use of tangible 
property supplied by one member of a controlled group to another. 
The approach taken to establish an arm's length rental charge is 


similar to that applied to determine an arm's length interest rate. 


It is expected that regulations will be proposed shortly to deal with 
inter-company pricing of goods and the transfer of intangibles. Litigation 
which promises to lay down important principles in connection with inter- 
company pricing for goods is presently under way in the United States Court 


of Claims. 
TRANSFER OF PROPERTY TO FOREIGN CORPORATIONS 


Under section 351 of the Code, no gain or loss is recognized for tax 
purposes if property is transferred to a corporation by one or more persons 
solely in exchange for stock or securities in the corporation and immediately 
after the exchange such person or persons are in control of the corporation. 


Control is defined to mean the ownership: 
a Of stock having 80 per cent of total voting power, and 
2h Of 80 per cent of all other stock 39/. 


However, under section 367 transfers to a foreign corporation do not qualify 

for this treatment unless, before such exchange, a ruling has been obtained 

that the "exchange is not in pursuance of a plan having as one of its prin- 

cipal purposes the avoidance of federal income taxes” ho/. Property for this 
purpose includes patents, trade marks, copyrights, plans, drawings, designs, 
specifications, secret processes, secret formulae and other like property, as 
well as other assets. Where the Internal Revenue Service is satisfied that 

there is a bona fide business purpose for the transfer, or that the income tax in 
the foreign country will be at least as high as the United States income tax 

if the operation were conducted through a domestic corporation, the Internal 


Revenue Service will generally grant a favourable ruling. In the absence of 
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a ruling, any difference between the fair market value of the property trans- 
ferred and its tax base to the transferor is taxable at the capital gain rate 
or the income rate, depending on the nature of the property. Section 367 is 
designed to prevent avoidance of United States taxes in various ways, includ- 
ing transferring property to a foreign corporation and then angel it ata 


gain free of United States tax. 
TRANSFER OF SECURITIES TO FOREIGN ENTITIES 


Following the principle of section 367, the Code also provides that 
the transfer of stock or securities by a citizen or resident of the United 
States or by a domestic corporation or partnership or by a trust which is 
not a foreign trust to a foreign corporation as paid in surplus or as a con- 
tribution to capital or to a foreign trust or partnership is subject to an 
excise tax of 27.5 per cent on the excess of the value of the stock or secu- 
rities over their tax base in the hands of the transferor duce The tax does 
not apply if, before the transfer, it has been established to the satisfaction 
of the Internal Revenue Service that such transfer is not in pursuance of a 
plan having as one of its principal purposes the avoidance of federal income 
taxes 40/, It is also provided that the tax may be abated, remitted or re- 
funded if, after the transfer, it is established that the transfer was not in 


pursuance of such a plan 43/. 
FOREIGN TRUSTS CREATED BY UNITED STATES GRANTORS 


Prior to the Revenue Act of 1962, foreign trusts could be used to ac- 
cumulate income free of United States tax if their income was not from United 
States sources. Tax-free distribution of the accumulated income of a trust 
was possible in several situations. The 1962 Act provided for taxing United 
States beneficiaries on distributions received from foreign trusts, which 
are created by United States grantors, settlors, or transferors, in substan- 
tially the same manner as if the income had been distributed to the bene- 


ficiary currently as earned, instead of being accumulated in the trust. The 
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new provision applies to foreign trusts to the extent money or property has 
been transferred directly or indirectly by United States persons or under 
the will of a decedent who was a United States citizen or resident, The 
amendments are effective for trust distributions made after December 31, 
1962, out of income accumulated after 1953, regardless of the time the trust 
was created, The rules are set out in several sections applicable to trusts 


and estates, 
INFORMATION RETURNS 
Foreign Personal Holding Campanies 44/ 


Officers, directors and 50 per cent shareholders must file annually an 
information return which covers identification of shareholders, plans for 
liquidation, and organizations and reorganizations which have taken place, 
Officers and directors must also report annually gross income, taxable in- 


come, and total and undistributed foreign personal holding company income, 
Controlled Foreign Corporations }5/ 


Citizens, residents and domestic corporations, partnerships, trusts 
and estates that control a foreign corporation (more than 50 per cent in 
value of stock or more than 50 per cent of voting power) are required to 
report annually extensive information about the foreign corporation and its 
subsidiaries, including current earnings and profits, foreign taxes paid or 
accrued, distributions, balance sheet and profit and loss statement, certain 
transactions with related persons and a list of United States persons owning 
5 per cent or more in value of any class of stock, In addition to the usual 
penalties for failure to file and for filing false returns, such default may 
be penalized by a reduction of credit for foreign taxes under section 6038, 
This section, which existed in the Code prior to the 1962 Act, was subtantially 
stiffened and expanded as part of the new legislation affecting foreign corpo- 


rations, 


Under section 6046, each United States citizen or resident who is or 
becames an officer or director of a foreign corporation, 5 per cent or more 
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in value of the stock of which is owned by a United States person, and each 
United States person who owns 5 per cent or more in value of the stock of a 
foreign corporation, or adds 5 per cent or more in value to such stockhold- 
ing, or reduces the holding to less than 5 per cent, must report within 90 
days of the time that he acquires the status information as to certain share- 
holders, the organization or reorganization of the corporation, business 
activities, financial statements and assets transferred to the corporation. 
This section was also stiffened and expanded by the Revenue Act of 1962. 
Transfer of Securities to 
Foreign Entities 46/ 

A transfer of securities to a foreign entity must be reported «et the 


time of the transfer. 
Foreign Trusts 47/ 


Returns are required, within 90 days after the event, in connection 
with the creation of foreign trusts by a United States person and a transfer 
of money or property to such a trust. This requirement was added by the 


1962 Act. 


TREATIES 


‘the United States has treaties with 22 countries for the avoidance of 
double taxation and the prevention of fiscal evasion with respect to taxes 
on income. Several other treaties have been signed but not ratified, or are 
in preparation. United States tax treaties are entered into by the President 
of the United States with the advice and consent of the United States Senate. 
Treaties receive further legislative implementation in the Code, which provides 
that income of any kind, to the extent required by any treaty obligation of 
the United States, is not included in gross income and is exempt from income 
tax 48/. Further, another section of the Code states that no provision of 
the Code applies in any case where its application would be contrary to any 


treaty obligation of the United States in effect on the date of the enactment 
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of the Code ho/. The Revenue Act of 1962 provided that the latter provision 
is to be inapplicable in respect of any amendment made by that Act, However, 
it is thought that the only treaty affected was the Greek Estate Tax Treaty 


which has subsequently been modified, 


Generally speaking, the tax treaties have their effect on the taxation 
of foreign corporations and persons doing business in the United States or 
investing in the United States, but do not affect the taxation of foreign 


income described in this appendix, 
FOREIGN INVESTORS TAX ACT OF 1966 


"me foreign investors tax bill of 1966...is designed to provide more 
equitable tax treatment for foreign investment in the United States." 50/ 
Therefore, it does not generally touch on the subject of this appendix. 
However, certain of the rules will be affected in some degree if the DLL 


is passed in its present form ana these are noted briefly. 


The form of the bill at the date of this writing is as reported to the 
House of Representatives by the Committee on Ways and Means, April 26, 1966. 
Before it becomes law, it remains for the bill to be considered and approved 
by the House of Representatives, considered and approved by the Senate, LH 
the usual course, after full consideration and report by the Senate Committee 
on Finance, the differences between the House and the Senate resolved and 


the bill signed into law by the President, 


In the context of this appendix, the principal feature of the proposed 
Act is the provision which will subject to United States tax income which 
is presently regarded as foreign source income of 2 foreign corporation but 
which is effectively connected with the conduct of a trade or business within 
the United States, that is, which is earned by a foreign corporation which 
has a fixed place of business in the United States and which is attributable 
to the place of business. The provision applies only +o three types of in- 
come from sources without the United States, namely, rents and royalties 


derived from the active conduct of a licensing business; dividends, interest 
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or gains on stock or debt obligations derived in the active conduct of a 
banking, financing, or similar business; and certain sales income attribut- 
able to a United States sales office. The sales income is not to be con- 
sidered as effectively connected with a United States trade or business if 
the property is sold for use outside of the United States ana an office of 
the foreign person outside the United States contributes materially to the 
Sale. Thus, in this case foreign source sales income will be attributed to 
the United States trade or business only when the United States office is 
the primary place of the activity giving rise to the income. In the case 
of foreign source income where the products are destined for the United 
States, the income will be treated as effectively connected with a United 
States business to the extent the sales activity is carried on by the United 
States office. Income which is "subpart F income" is excluded from the 


operation of the provision. 
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APPENDIX M 


COMPARISONS OF TAX LIABILITIES ON CORPORATE SOURCE INCOME 
FROM SHARES FOR TAX UNITS AT DIFFERENT INCOME LEVELS AND 
WITH DIFFERENT FAMILY CHARACTERISTICS UNDER ALTERNATIVE 
ASSUMPTIONS UNDER THE CURRENT AND PROPOSED TAX SYSTEMS 
The tax payable by, or on behalf of, resident individuals and families 
with only Canadian corporate source income from shares (plus family allowances 


where applicable) under the current and proposed systems is shown in the 


tables provided in this appendix. 


Three comparisons are made: 


Case 1: A typical public company distributing one half of its after-tax 
income as dividends. 


Case 2: A typical private company distributing one half of its after-tax 
income as dividends. 


Case 3: A typical private company distributing one half of its after-tax 
income as dividends and the balance under section 105. 

A company's income is used to pay its taxes and to pay dividends to 
shareholders with the balance being saved or reinvested within the company. 
Shareholders therefore benefit both from receiving dividends and from the 
corporate savings, which add to the wealth of the company and increase the 
value of its shares. Shareholders also benefit from another increment in 
share value attributable to improved prospects for earnings. We refer to 
this increment as "goodwill" gains. Under our proposals corporation taxes 
paid by a company would benefit resident shareholders, as they could apply 
the corporation taxes against their personal tax liabilities. In summary, 
under the comprehensive definition of income a resident tax unit's income 


from holding equities would consist of four components: 
i Dividends; 

2. Undistributed income of the corporation; 

3. Realized goodwill gains; and 

4. Corporation taxes paid. 
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In each of the three cases referred to in the tables which follow, assumptions 
are made about the relative importance of each of these components. These 


assumptions are specified in Table M-l. 


Goodwill gains under our proposals would be taxable only upon reali- 
zation, but as it is not practical to estimate when they would be realized 
we have computed the tax liabilities as though such gains were realized 
annually. For public companies we have assumed that goodwill gains are 
equal to cash dividends and we have taken cash dividends to be one half of 
profits after taxes. Primarily because of the limited marketability of the 
shares of private companies we have assumed that their goodwill gains are 


one half of those of public companies. 


To assist the reader in interpreting the results shown in the computer- 
generated tables, 1/ an example is provided of the calculations made for a 
tax unit with given income and family characteristics for each of the three 
cases. These examples are given in Tables M-2 to M-4 inclusive. The example 
in Table M-2 corresponds to the result given in Table M, 1-1, column 1, in 
the row for a gross corporate source income of $10,000. The example given 
in Table M-3 corresponds to the result given in Table M, 2-1, column 4, in 
the row for a gross corporate source income of $8,000. The example given 
in Table M-4 corresponds to the result given in Table M, 3-1, column 5, in 


the row for a gross corporate source income of $100,000. 


For each of the three cases, three computer tables are provided. The 
first table shows the difference in taxes under the current and proposed 
systems. The second shows the effective average rates under the current and 
proposed systems. The effective average rate is simply the ratio of taxes 
paid to income. The third provides estimates of the effective marginal 
rates under the current and proposed systems. The effective marginal rates 


are computed as the rate of tax on an additional $500 of income assuming that 
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the rate of tax paid by the corporation on this income is 50 per cent. 


In Cases 1 and 2 it is assumed that one half of the after-tax corporate 
income is undistributed. This undistributed income would be subject to further 
tax under the current tax law if subsequently distributed. However, this tax 
may be deferred indefinitely and shareholders can avoid it by the sale of 
their shares. To give some indication of what this further liability might 
be, we show at the end of each example the amount of undistributed income 
remaining after the stipulated distribution. This figure appears only in the 
column under current tax law as, under our proposals, it is assumed that all 
of the corporate income is distributed or allocated to shareholders. In 
Case 4 it is assumed that a full distribution of income has been made under 
the current tax law so that no further taxes are payable under any circun- 


stances. 


The results of Case 3 should be interpreted with caution. Section 105 
distributions are only attractive to shareholders with marginal rates in 
excess Of 35 per cent, that is, with taxable incomes in excess of $12,000 
under the current system. This corresponds to corporate source income of 


over $50,000 under the comprehensive tax base. 


All of the results in the computer tables are presented in terms of 
gross corporate source income, which is comprehensive tax base income from 
the holding of corporate shares. This is not synonymous with cash dividends. 
To interpret the computer tables in terms of cash dividends, cash dividends 
should be multiplied by certain factors to obtain gross corporate source 
income. These factors are derived from the assumptions and estimates given 


in Table M-l1. The factors are as follows: 


Case 1 1.00000, _ 4.9524 
0.20192 

Cases 2 and 3: 1 ,QG000 = z Bn 
0.27957 59169 
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To be more concrete, if an unattached individual received annual cash 
dividends of $2,019.15 from a public company, and no other income, it is 
assumed that his gross corporate source income under the comprehensive tax 
base would be $2,019.15 x 4.9524 = $10,000. As shown in the example given 
in Table M-2 and in Table M, 1-1, column 1, in the row for a gross corporate 
source income of $10,000, the current tax liability on this income is $3,979. 
Under the proposal it would be $1,942. Both personal and corporation taxes 


are taken into account in all of these calculations. 


All of the comparisons given in this appendix are based on the assumption 
that the full corporation tax is borne by the shareholders and that no part 
of any reduction in the tax on corporate source income would be anpetel gas 
the form of lower prices for goods and services sold or higher prices for 


goods and services purchased. 


All of the comparisons given in this appendix assume that the share- 


holder is a resident with only Canadian corporate source income from shares. 


REFERENCE 


1/ The tables were produced using programmes presented in General Income 


Tax Analyzer by John Bossons, a study published by the Commission. 
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TABLE M-1 


ASSUMED PRESENT COMPOSITION OF A SHAREHOLDER'S CORPORATE SOURCE 
INCOME DERIVED FROM TYPICAL PUBLIC AND PRIVATE COMPANIES a/ 


Expressed as Expressed as Fractions 
Fractions c/ of Comprehensive 
of After-Tax Corporate Source 


Corporate Income Income b 


Case 1: Typical Public Company 


Dividends Bes ~20192 
Undistributed corporate 

income w mrenkenk 
Goodwill gains on corporate 

stock held by the taxpayer ye .20192 
Corporation tax paid - 39425 
Total 1.00000 


Cases 2 and 3: Typical Private Company 


Dividends Ee Bo bc 


Undistributed corporate 
income (section 105 


distributions for Case 3) a 21 9OT 
Goodwill gains on corporate 

stock held by the taxpayer “25 . 13978 
Corporation tax paid ~ . 30108 
Total 1.00000 


- Based on an assumed current average corporation tax rate on before-tax 


corporate income of 49.4 per cent for a typical public company and 45 
per cent for a typical private company. This assumption has regard to 
the dual rate of corporation tax and the generally larger incomes of 
public companies. 


The exact relationship between the ratio of a particular income component 
to total comprehensive corporate source income and the ratio of the 
component to after-tax corporate income may be determined under the 
formula set out below. Let r be the ratio of after-tax corporate income 
to total comprehensive corporate source income; let d, g and s be the 
ratios of dividends, goodwill gains and section 105 capitalizations 
respectively to after-tax corporate income; let f be the fraction of 
dividends and section 105 capitalizations carrying credit for corporation 
tax under our integration proposals; and let c be the average corporation 
tax rate. Then 

l-ec 


y Tette cas tf) ek ae 


The ratio to comprehensive income of any component expressed as a fraction 
of after-tax corporate income can be obtained by multiplying that fraction 
by r. 


For a discussion of the assumptions underlying these fractions see 
Appendix A to Volume 6. 
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TABLE M-2 


CASE 1 EXAMPLE: 


CALCULATION OF TAXES UNDER THE CURRENT AND PROPOSED SYSTEMS FOR AN UNATTACHED INDIVIDUAL WITH $10,000 
OF COMPREHENSIVE TAX BASE INCOME DERIVED EXCLUSIVELY FROM SHARES IN A TYPICAL PUBLIC COMPANY a/ 


Tax Base and Taxes 
Ucder the Proposed System 


Tax Base and Taxes 


Under the Current System 


At At At At 
Corporate Personal Corporate Personal 
Tax Base Level _b/ Level Level Level 
Income from corporate sources: 
Dividends $2,019.15 $2,019.15 $2,019.15 $2,019.15 
Other corporate income, before corporation tax 5,961.70 c/ N.A. 5,961.70 5,961.70 
Goodwill gains on corporate stock held by taxpayer ees N.A. = 2 ,OLO.L5 
Total corporate source base $7,980.85 $2,019.15 $7,980.85 $10,000.00 
Family allowances - N.A. = = 
Total income $7,980.85 $2,019.15 $7,980.85 $10,000.00 a/ 
Deductions: 
Family exemptions = 1,000.00 = N.A. 
Standard deduction = 100.00 = 50.00 
Total deductions = $1,100.00 = $50.00 
Net tax base 80.8 19.1 80.8 $9,950.00 
Taxes 
Gross tax (before credits) 33,942.54 $101.11 % 990.42 $1,942.00 
Non-refundable tax credits: 
Credits for dependants - N.A. - - 
Dividend tax credit - 403.8 - N.A. 
$403.83 - 
Tax after credits - - - $1,942.00 
Refundable credit on corporation taxes - N.A. - 3 990.43 
Personal income tax - = = ($2,048 .43) 
Old age security tax = $ 36:77 = N.A. 
Total tax $3,942 54 $ 36.77 $3 990.43 ($2,048.43) 
Total taxes 5) AL $1,942.00 
Undistributed or unallocated income $2,019.15 se 


a/ Numbers enclosed in parentheses are negative. 


b/ The relationship among the components of corporate source income is that specified in Table M-1, column 


"N.A." means non-applicable. 


c/ Consists of undistributed income of $2,019.15 and corporation tax of $3,942.54 (49.4 per cent of $7,980.85). 


d/ This is the income of the taxpayer considered in this example. 


2, for a typical public company 
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TABLE M-3 


CASE 2 EXAMPLE: 


CALCULATION OF TAXES UNDER THE CURRENT AND PROPOSED SYSTEMS 
FOR A MARRIED COUPLE WITH TWO CHILDREN WITH A COMPREHENSIVE 
TAX BASE INCOME OF $8,000 DERIVED EXCLUSIVELY FROM SHARES IN 
A TYPICAL PRIVATE COMPANY NOT MAKING USE OF SECTION 105 a/ 


Tax Base and Taxes 


Under the Current System 


At At 
Corporate Personal 


Level b/ Level 


Tax Base 


Income from corporate sources: 


Dividends $2 ,236.56 $2,276.56 

Other corporate income, before corporation tax 4,645.16 c/ N.A. 

Goodwill gains on corporate stock held by taxpayer 2 NA. 
Total corporate source base $6,881.72 $2,236.56 
Family allowances % NA. 
Total income $6 ,881. 72 $2,236.56 
Deductions: 

Family exemptions - 2,600.00 

Standard deduction 3 100.00 
Total deductions = pe , TO0.00 
Net tax base $6,881 . 72 - 

Taxes 

Gross tax (before credits) $2,408.60 - 
Non-refundable tax credits: 

Credits for dependants 2 N.A, 

Dividend tax credit - WUT. ZL 

“ $447.31 

Tax after credits = = 
Refundable credit on corporation taxes - N.A. 
Personal income tax = > 
Old age security tax & a 
Total tax $2,408 .60 mi AR 
Total taxes 2,408.60 
Undistributed or unallocated income $2 236.56 
a/ Numbers enclosed in parentheses are negative. "N.A." means non-applicable. 


b/ The relationship among the components of corporate source income is that specified in Table M-1, column 2, for a typical private company. 


Tax Base and Taxes 


Under the Proposed System 


At 
Corporate 
Level 


$2,236.56 
4,645.16 


$6,881.72 


$6,881.72 


$6,881.72 


$3 440.86 


c/ Consists of undistributed income of $2,236.56 and corporation tax of $2,408.60 (35 per cent of $6,881.72). 


a/ This is the income of the taxpayer considered in this example. 


At 
Personal 
Level 


$2 ,236.56 
4,645.16 


spans ayers! 


$8 , 000.00 
144.00 


$8 ,144 .00 


NA. 
$160.00 
906. 74 

Z 440.86 


($2 534.12) 


N.A. 


($2,534.12) 
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TABLE M-ly 


CASE 3 EXAMPLE: 


CALCULATION OF TAXES UNDER THE CURRENT AND PROPOSED SYSTEMS FOR A MARRIED COUPLE WITH 
THREE CHILDREN WITH A COMPREHENSIVE TAX BASE INCOME OF $100,000 DERIVED EXCLUSIVELY 
FROM SHARES IN A TYPICAL PRIVATE COMPANY CAPITALIZING EARNED SURPLUS UNDER SECTION 105 a/ 


Tax Base and Taxes 


Under the Proposed System 


Tax Base and Taxes 
Under the Current System 


At At At At 
Corporate Personal Corporate Personal 
Tax Base level b/ Level Level Level 
Income from corporate sources: 
Dividends $27,956.99 $27,956.99 $27 , 956.99 $27,956.99 
Section 105 distributions 27,956.99 N.A. 27,956.99 27,956.99 
Other corporate income, before corporation tax SO. Ooo e/ N.A, 50), LOG) SOMOS FAS 
Goodwill gains on stock held by taxpayer - N.A. - 13,978.49 
Total corporate source base $86,021.51 $27,956.99 $86,021.51 $100,000.00 d/ 
Family allowances - N.A,. = $ 216.00 
Total income $86,021.51 $27,956.99 $86,021.51 $100,216.00 
Deductions: 
Family exemptions - 2,900.00 - NA, 
Standard deduction - 100.00 - 50.00 
Total deductions - $ 3,000.00 - fo ypondo 
Net tax base $86,021.51 $24,956.99 $86,021.51 $100,166.00 
Taxes 
Gross tax (before credits) $30,107.55 $ 8,530.65 $43,010.76 $38,760.00 
Additional tax on section 105 distributions HERO sa - N.A. = 
Non-refundable tax credits: 
Credits for dependants - N.A, - 220.00 
Dividend tax credit - $ 5,591.40 - N.A. 
$ 5,592.40 $220.00 
Tax after credits - $ 2,939.25 - $38,540.00 
Refundable credit for corporation taxes - Bea - $43 010.76 
Personal income tax - $ 2,939.25 - ($ 4, 470,76) 
Old age security tax = 120.00 = N.A. 
Total tax $34,301.08 $ 3,059.25 $43,010.76 ($ 4,470.76) 
Total taxes $37, 360.33 $38 , 540.00 


Undistributed or unallocated income 


a/ Numbers enclosed in parentheses are negative. 


b/ The relationship among the components of corporate source income is that specified in Table M-1, colum 2, for a typical private company. 


c/ Consists of corporation tax only (35 per cent of $86,021.51). 


a/ This is the income of the taxpayer considered in this example. 


"N.A." means not applicable. 
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TABLE 


M, 1-1 


CHANGES IN TAX LIABILITIES UNDER THE PROPOSED TAX SYSTEM (INCLUDING TAXES 


PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PUBLIC COMPANY 


GROSS 


CORPORATE 
SOURCE INCOME 


1500 


2000 


2500 


3000 


3500 


4000 


5000 


6500 


8000 


10000 


12000 


15000 


20000 


25000 


30000 


40000 


50000 


70000 


100000 


200000 


350000 


600000 


1000000 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES)» 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


Note: See assumptions in Table M-]. 


STATUS OF TAXPAYER | 


UNAT- 
TACHED MARRIED COUPLE 
INDIVI- 
DUAL 
NUMBER OF CHILDREN _ a ees 
0 1 2 3 5 8 
Se Bole See Se eal pole See 
54. 0. ay 0. ~ 0. 0. 0. 
oe Soil —591. 5 ue —591. ak —59). 
789. ihsseh Vicks). 789. 789. 18% WEEE 
L2G. 0; 0. 0. 0. 0. 0. 
—661 =789. —189. —789. 139% = Ths). —789. 
986. 986. 986. 986. 986. 986. 986. 
Gs 46, Os BR 0. 0. Oe 
—774 —940, —986. 180%. Shel: —986. —986. 
1183 1183 MUS see ESSN 11.33% 1183, 
CRS lll AWA Oe 0. 0. 0. 
886. —-L072, =Ll620) <1183, =1183, '=1183) +1183, 
1380. 1380. 1380. 1380. 1380. 1380, 1380. 
395% Le: 101. De. 4, 0. 0. 
Come LO ~ SO Cae bse) aiS76..) A=1380) E380, 
WNT LS Tis levee ISLE. ee Peis Lele 
495, ZO%. lial 134s 87. 0. 0. 
=l0625.'-1308)  ~lsd6. =1445, A aii), een saa 
1971 GOA aS ik WC Sik LeCWALE Love 
714, 448, Biol Hiss. 269, 176. at 
~l25ie- 1523) - L640 —1656. P7030) *=-1795. 71934, 
ZO 25025 2563. Zoos 2563. 2563. 2563. 
1063. Wie 651s 606. Dos 469, B3an 
—1508. -1826. -1911 —1957, 20020) =2094,.  —2230; 
SHS) eile SSAS 3154, 3154, 31545 BLGAR 
1423, 1037, SEyee 907. 862. Nite. 637. 
75285 2117 —2202 —2247, —2292 =23920 |) 251i 
SNS 3943. BOASe 3943" 3943. 3943, 3943 
1942, ANH TB RZ, 285 1284, O54 1063, 
Ose =2486,. =257/ —2615. =L059y  =2f47.  —2880: 
4784, 4744, A732. 4731. 4731. 4731, 4731 
2501 18%. 1812, aL VAG. Uveares 1641, 513 
Reese —2848.  -2920 296K —3004 =3090" —3218 
BIS By: 5S): SITs 5 gi SON 5914 
3400. 2615. ZEON ZAO2s 2452 Zo 1, 2249 
—2591. -3336. -—3406 —3435, —3463 —3543, -—3665 
8003. 7963, i oeul HIB TOZT: WSO 7885. 
4999, 3964. 3884 3846. 3808 31 33% 3620. 
—3004 —3999 —4067 —4092. —4118 —4170. —4265, 
ule SM Sc 9962 9950. 9938. 9914, 9878 
6748. aol? 5435 5400. 5305. O22. SnmeR 
—3229 —4463 —4528 —4550. —4573 —4619. -—4687 
11948, 11948 11948, 11948. 11948, 11926. 11890. 
8597, 7260 7185. ioe TEZO), LUDD% O95), 
—3351 —4688 =4/62. =4795. —4828 —4871, —4933 
15890 15890 15890 15890. 15890 P58 90% 15890 
12496 11058 10986 10956. O92 7. 10867. 10778 
3395 —4832 —4904 —4934, —4963. -—5023. —5112 
19833 19833 19833 19833. 19833 19833, 19833. 
16694. 15256 15187 IESWUDYS) > 15130 V073. 14988 
3139. —45/7 —4646 —4674, —4703 —4759,. —4844 
28155 27195 27718 ag Asie 27718 2 es 27718 
25692 24254 24187 24160. 24133 24080. 23999 
—2463 —3501 —3531 —3558. —3584 —3638. -3719 
41398 40948. 40813 40678. 40543 40273, 39868 
40091. 38653, 38588 38564. 38540 38492. 38420, 
—1308,. -2296. —-—2225 —2114, —2003 = Lia "= Lae. 
86586. 86086 85936 85786. 85636 S5a3b 843886. 
20090. we 88652. 88588. 88564. 88540, 88492. 88420, 
3504 2566 2652 2778, 2904 3156. 3534, 
156767. 156167. 155987. 155807. 155627. 155267. 154727. 
165090. 163652. 163588. 163564. 163540. 163492. 163420. 
8322), 7485, 7601. hey ie 8225. 8693. 
277024, ‘276374. 276179. 275984. 275789. 275399. 274814, 
290090. 288652. 288588. 288564. 288540. 288492. 288420, 
13066. 12278, 12409. 12580. Layol. 13093. 13606. 
A748ely. “ATAIGL. AYS9ST VS TATST AR S7 35s eri 7312, A72481. 
490090. 488652. 488588. 488564. 488540. 488492. 488420, 
iy see, 14491, 14637, 14823, 15009. 15381, 15939, 


GROSS 
CORPORATE 
SOURCE INCOME 


1500 
2000 
2500 
3000 
3500 
4000 
5000 
6500 
8000 
10000 


12000 


15000 
20000 
25000 
30000 
40000 
50000 
70000 
100000 
200000 
350000 
600000 


1000000 


CURRENT TAX (1966) RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 


TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 


CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 


CHANGE IN EFFECTIVE RATE 


Note: See assumptions in Table M—1. 
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TABLE M, 1-2 


EFFECTIVE AVERAGE TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS (INCLUDING 
TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PUBLIC COMPANY 


STATUS OF TAXPAYER 


TACHED 
Cc 
INDIVI- MARRIED COUPLE 
DUAL 
NUMBER OF CHILDREN iy : Gee 
0 1 2 3 5 8 
0.394 0.394 0.394 0.394 »=0.394—s 0.394—s«O0.3 94 
0.036 0.000 0.000 0.000 0.000 0.000 0.000 
0.358 -0.394 0.394 0.394 -0.394  -0.394 -0.394 
0.394 0.394 0.304 0.394 ~«=:0.394S- 0.394 -0.394 
0.064 0.000 0.000 0.000 0.000 0.000 0.000 
0.331 0.394 0.394 -0.394 -0.394 0.394  -0.394 
0.394 0.394 0.394 0.394 «0.394 = :0.394 0.394 
0.085 0.018 0.000 0.000 0,000 0.000 0.000 
0.310 0.376 0.394 -0.394 -0.394 -0.394 -0.394 
0.394 0.394 0.394 0.394 0.394 0.394 0.394 
0.099 0.037 0.007 0.000 0.000 0.000 0.000 
0.295 0.357 0.387 -0.394 -0.394 -0.394  -0.394 
0.394 0.394 0.394 0.394 0.394 0.394 0.394 
0.113 0,054 0.029 0.015 0.001 0.000 0.000 
0.281 -0.340 0.366 0.379 -0.393 -0.394  -0.394 
0.394 0.394 0.394 0.394 0.394 0.394 0.394 
0.124%) 0.067 "0.045. \ dae) P44 01022, 8 5n.000 0.000 
0.271. 0.327"? 0.349 0.661 20,373. 09a ae 
0.394 0.394 0.394 0.394 0.394 0,394 0.394 
0.143 0.090 4 O.B72 1 0.0es? ereiS NG E-095 0.007 
=0.251 40.305. 0,222 950.331. 0.341. 0059 90.0. aag 
0.396 0.394 0.394 0.394 0.394 0.394 0.394 
0.164". /.0.113 » 0 O.LOObA HOL098) Mi GwbeonnnpnOTZ). | 0.051 
40.232 0.281 ~0.294 0.201. 0,308) 0.322 0.342 
0.397 0.394 0.394 0.394 0.394 0.304 0.394 
0.178 (0.130  :®.bT0igaleh bas) hen Cros Aub.097 0.080 
=0.229 0.265 0,275 Otel "220,287 20208 tte 
0.398 0.394 0.394 0.394 0.394 0.394 0.394 
0.194 ©, 02461 w OLB TE 483), W(LOHL2S IN OLIZO "Oe 
0.204 0.249 -0.257 -0.261 -0.266 -0.275  -0.288 
0.399 0.395 0.394 0.394 0.394 0.394 0.394 
0.208 7 .0.158 40D TSU oa sean) GL CabaatWO.137) | akze 
0.190. »—0.237 -~-O; 242) oe O24F uu 0.250 257 eet ane 
0.399 0.397 0.39% 0.395 0.394 0.394 0.394 
0.227 0.174. © 0.469 26166) PO canes ONG. 158 0.158 
0.17 coG222 <\—~O.22% ve-Bi229 Wl pe Ove leat. 2 oe 
0.400 0.398 0.398 0.397 0.39% 0.395 -0.394 
0,250 ' 0.198. ° 0194" Nee Y) OL190 9 0187 0.181 
=0,150. 0.200  0:203- guri,205 0.2060 20.208 ined zie 
0.399 0.399 0.398 0.398 0.398 0.397 0.395 
6,270 0.220 * "ODT IRIE MIGiEs ROMO 212) O70: 
20429-0179 ~O,181 | Od 82) -0s183 4 0.185, ee. ey 
0:398 0.398 0.398 0.398 0.398 0.398 0.3% 
0.287)" 0.242 © © 0.200) AAD226 OST IG.295.)” 0248 
-0.112)-+0.156  -0,159  —0.160,,-0.161. -0.162 0.164 
0.397" 0.397. o:307 0° emt) MOaer hose7) 03a 
G22 0,276 “0.875 fob. Fe) MA gira Wg 272 Ses 
—0.0884-0.121  ~0,123 00423 » 220.1245. -0.126 Seas 
0.397 0.397 0,397 OBST” RO297 40297 lage 
0.334 0.305 0.304 0.303 0.303 0.301 0.300 
-0.063 -0.092 -0.093 -0.093 -0.094 -0.095  -0.097 
0.402 0.39% 0.39% 0.396 0.396 0.396 0.396 
0.367 0.346 0.346 0.345 0.345 0.344 0.343 
~0.035 -0.050 -0.050 0.051 -0.051 -0.052 0.053 
0.414 0.409 0.408 0.407 0.405 0.403 0.399 
0.401 0.387 0.386 0.386 0.385 0.385 0.384 
~0.013 -0.023 -0.022 -0.021 -0.020 -0.018  -0.014 
0.433 0.430 0.430 0.429 0.428 0.427 0.424 
0.450 0.443 0.443 0.443 0.443 0.442 0.442 
0.018 0.013 -0.013 0.014 0.015 0.016 0.018 
0.448 0.446 0.446 0.445 0.445 0.444 ~=0.442 
0.472 0.468 0.467 0.467 0.467 0.467 ~—0.467 
G,0240 00.021 0.022 = 0,022 «9 (01023 wir QO24 jynmines 
0.462 0.461 0.460 0.460 0.460 0.459 0.458 
0.483 0.481 0.481 0.481 0.481 0.481 0.481 
0.022 0.020 0.021 01021 0.021 0.022 0.023 
0.475 0.474 0.474 0.474 ~«00.474~=—s0.473 S(O 4772 
0.490 0.489 0.489 0.489 0.489 0.488 0.488 
0.015 +0.014 0.015 0.015 0.015 0.015 0.016 
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TABLE M, 1-3 


EFFECTIVE MARGINAL TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS (INCLUDING 
TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PUBLIC COMPANY 


STATUS OF TAXPAYER 


UNAT- 
TACHED 
INDIVI. MARRIED COUPLE 
GROSS DUAL 
CORPORATE 
SOURCE INCOME 
NUMBER OF CHILDREN 
0 ] 2 3 5 8 
1500 = CURRENT TAX (1966 RATES) 0.399 0.399 0,399 «0,399 0399) s«0,399-~S—s0,399 
TAX UNDER OUR PROPOSALS 0.147 0,000 0,000 0.000 0.000 0.000 0.000 
CHANGE IN MARGINAL RATE -0.252 -0.399 -0,399 -0,399 -0,399 -0,399 9/399 
2000 CURRENT TAX (1966 RATES) 0.399 0.399 0.399 0.399 0.399 0.399 ~—0,399 
TAX UNDER OUR PROPOSALS 0.168 0.091 0.000 0.000 0.000 0.000 0.000 
CHANGE IN MARGINAL RATE -0.231 -0.308 -0.399 -0,399 -0.399 -0.399 _9:399 
2500 CURRENT TAX (1966 RATES) 0.399 0.399 0,399 0,399 0.399 0,399 _— 0,399 
TAX UNDER OUR PROPOSALS 0.170 0.130 0.041 0.000 0.000 0.000 0,000 
CHANGE IN MARGINAL RATE —0.229 -0.269 -0.358 -0,399 ~-0.399 -~0.399 —9'399 
3000 CURRENT TAX (1966 RATES) Hee, 0.399, 0.899, 0.399 gi399 S b.s95  g:3¢9 
TAX UNDER OUR PROPOSALS OM) OLST OOO “Oted |? S007 O.006 . “o-000 
CHANGE IN MARGINAL RATE D202 C242 0.239) (010,295). =0:392) 1913900 20°399 
3500 | CURRENT TAX (1966 RATES) 0.399 0.399 0.399’ 0399 0399 0.399 0.399 
TAX UNDER OUR PROPOSALS 0.200 0.160 0.161 0.164 0.167 0.000  0:000 
CHANGE IN MARGINAL RATE 0199), 0.239. 0.238! m =0.225 |) -0.232\.. 0,399 4) 9.399 
4000 CURRENT TAX (1966 RATES) 0.399 «60.399 «0.399 «0399 0,399 0.399 0.399 
TAX UNDER OUR PROPOSALS Gets, 0.178 "Ole roe: nee 90.166. 0.000 
CHANGE IN MARGINAL RATE OEM O220 | ORNS A O219 26979). 99580 ain 365 
5000 § CURRENT TAX (1966 RATES) 0.400 0.399 0.399° 0.399 0.399 - 0,399 0,399 
TAX UNDER OUR PROPOSALS Ozer” 0.189" ler ron 9e. GaeG! "6190 » 9.191 
CHANGE IN MARGINAL RATE -0.171 -0.210 -0.209 -0.209 -0.209 -0.209 —0:209 
6500 CURRENT TAX (1966 RATES) Oar! 0.399). 0299) 0390 0399 | 6.399. 9.399 
TAX UNDER OUR PROPOSALS 0.240" 0.200" 0.200 0.200 0200 0.200. 0.200 
CHANGE IN MARGINAL RATE —Olet )°-0199 -0.199 0.199 =0,199.-0.199. 0/199 
8000 CURRENT TAX (1966 RATES) 0.407 0.399 ~—:0.399 000.399» 0.399-S «(0,399 -—Ss«d399 
TAX UNDER OUR PROPOSALS Deegan 0.208" ODEON ED Dog Gong oO 51g D210 
CHANGE IN MARGINAL RATE “OTA: —0.190 0.289 440.1894, OBO" 46 1R9 ag .148 
10000 = CURRENT TAX (196 RATES) 0.407 0.401 0.399 0.399 0,399 0,399 0,399 
TAX UNDER OUR PROPOSALS O27 0.219" C2209 O 990 1 “Gan G39 6.990 
CHANGE IN MARGINAL RATE —Obeg' —O.182) O89 O79) = O79) HO 179%, iT¢ 
12000 CURRENT TAX (1966 RATES) 0.407 0.407 0.407 0.399 0.399 0,399 0,399 
TAX UNDER OUR PROPOSALS Dee 0.228 0.280 0240 Vi Goan eM o40 a 3dn 
CHANGE IN MARGINAL RATE OPO), O69 | —ONGT fi 59e , OLLES) Ob 0180 
15000 CURRENT TAX (1966 RATES) 0.407 0.407 0.407 0.407 0.407 0,399 ~~ 0,399 
TAX UNDER OUR PROPOSALS Oe 0267 CLT” "O270 | G2I Ne OaD | gam 
CHANGE IN MARGINAL RATE 0.080) ~0.140'  -0.137 1/0137, =O29Tiwe0.129 enn 36 
20000 CURRENT TAX (196 RATES) 0.404 0.407 0.407 0.407 0.407 0.407 ~—«<0399 
TAX UNDER OUR PROPOSALS OSA 0.308" “OSLO 0 Sty CSTE ee sih: |. 3ta 
CHANGE IN MARGINAL RATE -0.057. ~0.101 -0.097  -0.097. ~=0.097 ~0.097. ~0.089 
25000 CURRENT TAX (1966 RATES) O29). 0.403; O47 0.407" — glaor aang plang 
TAX UNDER OUR PROPOSALS 0568" 0.345 6.350 7° °Og5y  OS5e "4350.1 Bash 
CHANGE IN MARGINAL RATE ~0.031)" 0,057) —0,057) 0,057) . +0,057.) 0,057) <0.087 
30000 CURRENT TAX (1966 RATES) 0299 0,399 DSI 0299". 6.306 nae? 0.407 
TAX UNDER OUR PROPOSALS O3ee «0.377 .” 0.380" "0.380 “Y o38e” “Osan. 0.380 
CHANGE IN MARGINAL RATE -0.011 -0.022 -0.019 -0.019 -0.019 -0.027 ~—0.027 
40000 = CURRENT TAX (1966 RATES) 0.39%) "' 0.399 ~O399..O.39d'' | G66 -"n3e5 = nigga 
TAX UNDER OUR PROPOSALS Oabr i 0.416 O20" "~'qaae.” O.4ae oO "Gan | o.a20 
CHANGE IN MARGINAL RATE CORSE iN O0L7! OOD OWT) 6 ORNRI(00Ft a ennor 
50000 = CURRENT TAX (1966 RATES) 0.399 0.399 0.399 0.399 0.399 0.399 0,399 
TAX UNDER OUR PROPOSALS 0.438 0.438 0.440 0.440 0.440 0.440 0.440 
CHANGE IN MARGINAL RATE L028) 0.039 0.044, « OAL.) 02041) 0,041. 01041 
70000 = CURRENT TAX (1966 RATES) 0.439 0.439 0.399 0.399 0.399 0.399 0.399 
TAX UNDER OUR PRGPOSALS 0.460 0.460 0.460 0.460 0.460 0.460 0.460 
CHANGE IN MARGINAL RATE RO2Be sy) OO2ZL. GBBT > O06, a COBY, DST owe! 
100000 = CURRENT TAX (1966 RATES) 0.450 0.450 0.450 0.450 0.450 0.450 0.450 
TAX UNDER OUR PROPOSALS 0.499 0.499 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.049 0.049 0.050 0.050 0.050 0.050 0.050 
200000 += CURRENT TAX (1966 RATES) 0.460 0.460 0.460 0.460 0.460 0.460 0.460 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.040 0.040 0.040 0.040 0.040 0.040 0.040 
350000 = CURRENT TAX (1966 RATES) 0.480 0.480 0.480 0.480 0.480 0.480 0.480 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0,500 0.500 
CHANGE IN MARGINAL RATE 0.020 0.020 0.020 0.020 0.020 0.020 0.020 
600000 = CURRENT TAX (1966 RATES) 0.490 0.490 0.490 0.490 0.490 0.490 0,490 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.010 0.010 0.010 0.010 0.010 0.010 0,010 
1000000 = CURRENT TAX (1966 RATES) 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0,500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.000 0.000 0.000 0.000 0.000 0.000 0.000 


Note: See assumptions in Table M—]. 


GROSS 
CORPORATE 
SOURCE INCOME 


1500 


2000 


2500 


3000 


3500 


4000 


5000 


6500 


8000 


10000 


12000 


15000 


20000 


25000 


30000 


40000 


50000 


70000 


100000 


200000 


350000 


600000 


1000000 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
NCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
NCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
NCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
NCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
NCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RAT ES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RAT ES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


Note: See assumptions in Table M—]. 


784 


TABLE M, 2-7 


CHANGES IN TAX LIABILITIES UNDER THE PROPOSED TAX SYSTEM (INCLUDING TAXES PAID BY 
CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE COMPANY 
NOT MAKING USE OF SECTION 105 CAPITALIZATIONS 


UNAT- 
TACHED 
INDIVI- 


DUAL 


135364. 
165090. 
291 26s 


244166. 
290090. 
45924, 


423184. 
490090. 
66906. 


STATUS OF TAXPAYER 


MARRIED COUPLE 


NUMBER OF CHILDREN 


0 


452. 
0. 
—452. 


602. 
0. 
—602. 


$53. 
46. 
—707. 


903. 
ieee 
-793. 


1054. 
189. 
—865. 


1204. 
269. 
—935. 


HOOD: 
448. 
—1057. 


ih Ne 
WOT. 
—1220. 


2414. 
1037. 
Lule 


3039. 
1457. 
= Bs 


3663. 
1896. 
—1767. 


4600. 
2615. 
—1985. 


6142. 
3964. 
—2178. 


7647. 
Sha 
—2135. 


BLSZ. 
7260. 
-1893. 


WANG 
11058. 
—1105. 


15186. 
15256. 
AO. 


22443. 
24254, 
1811. 


Joey, 
38653. 
5038. 


72800. 
88652. 
15852. 


134714. 
163652. 
28938. 


243466. 
288652. 
45186. 


422434, 
488652. 
66218. 


1 


452. 
0. 
—452. 


602. 
0. 
—602. 


132. 
0. 
55% 


903. 
ON 
—883. 


1054. 
101. 
—953% 


1204. 
181. 
—1023. 


1505. 
361. 
—1144. 


ple re 
651. 
—1306. 


2409. 
954. 
—1457. 


3027. 
Sy ae 
loa as 


3651. 
1812. 
11839, 


4588. 
25a. 
—2055. 


6142, 
3884. 
—2258. 


7647. 
5435. 
—2212. 


9152. 
Fiss: 
-1967. 


12163. 
10986. 
—1177. 


15174. 
15187. 
EE 


22308. 
24187. 
oN hee 


33465. 
38588. 
WET 


72635. 
88588. 
15953, 


134519. 
163588. 
29069. 


243256. 
288 588. 
45332. 


“422209. 
488588. 
66379. 


2 


452. 
0. 
—452. 


602. 
0. 
-602. 


153. 
0. 
—753. 


134324, 
163564. 
29240. 


243046. 
288564. 
45518. 


421984. 
488564. 
66580. 


3 


452. 
0. 
—452. 


602. 
0. 
—602. 


te. 
0. 
—153. 


903. 
0. 
—903. 


134129. 
163540. 
29411. 


242836. 
288540. 
45704. 


421759. 


488540 


66781. 


5 


452. 
0. 
—452. 


602. 
0. 
—602. 


(52. 
0. 
—753. 


903. 
0. 
—903. 


1054. 
0. 
—1054. 


1204. 
0. 
—1204. 


50D. 
176. 
+1329. 


Lay = 
469. 
—1488. 


2409. 
(hee 
—1637. 


3011. 
Tr95. 
-1816. 


Sous. 
1641. 
-1972. 


4540. 
251 be 
-2169. 


6101. 
D193 ¢ 
—2368. 


7647. 
5296. 
—2351, 


9152. 
7055. 
—2097. 


P2163. 
10867. 
—1296. 


15174. 
15073. 
—100. 


21768. 
24080. 
2312. 


32897. 
38492. 
5995. 


TUT. 
88492. 
16517. 


153/39, 
163492. 
29753. 


242416. 
288492. 
46076. 


421309, 
488492. 
67183. 


"133154. 


163420. 
30266. 


241786. 
288420. 
46634. 


420634. 
488420. 
67786. 
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TASREM)2=2 


EFFECTIVE AVERAGE TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS (INCLUDING TAXES 
PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE COMPANY NOT MAKING 
USE OF SECTION 105 CAPITALIZATIONS 


STATUS OF TAXPAYER 


UNAT- 
GROSS Pestle MARRIED COUPLE 
CORPORATE ade 
SOURCE INCOME 
___NUMBER OF CHILDREN 
0 2 3 5 8 

1500 CURRENT TAX (1966 RATES) 0.301 0.301 0.301 0.301 0.301 0.301 0.301 
TAX UNDER OUR PROPOSALS 0.036 0.000 0.000 0.000 0.000 0.000 0.000 
CHANGE IN EFFECTIVE RATE —0.265 —0.301 —0.301 —0.301 —6,301 —0.301 —0,301 
2000 CURRENT TAX (1966 RATES) 0.301 0.301 0.301 0.301 0.301 0.301 0.301 
TAX UNDER OUR PROPOSALS 0.064 0.000 0.000 0,000 0.000 0.000 0.000 
CHANGE IN EFFECTIVE RATE —0.237 —0.301 —0.301 —0.301 —0.301 —0.301 —0.301 
2500 CURRENT TAX (1966 RATES) 0.301 0.301 0.301 0.301 0.301 0.301 0.301 
TAX UNDER OUR PROPOSALS 0.085 0.018 0.000 0.000 0.000 0.000 0.000 
CHANGE IN EFFECTIVE RATE —0.216 —0.283 —0.301 —0.301 —0.301 —0.301 —0.301 
3000 CURRENT TAX (1966 RATES) 0.301 0.301 0.301 0.301 0.301 0.301 0.301 
TAX UNDER OUR PROPOSALS 0.099 0.037 0.007 0.000 0.000 0,000 0.000 
CHANGE IN EFFECTIVE RATE —0.202 —0.264 —0.294 —0.301 —0.301 —0.301 —0.301 
3500 CURRENT TAX (1966 RATES) 0.301 0.301 0.301 0.301 0.301 0.301 0.301 
TAX UNDER OUR PROPOSALS 0.113 0.054 0.029 0.015 0.001 0.000 0.000 
CHANGE IN EFFECTIVE RATE —0.188 —0.247 —0.272 —0.286 =0:300 ~~ =073 01 —0,301 
4000 CURRENT TAX (1966 RATES) 0.301 0.301 0.301 0.301 0.301 0.301 0.301 
TAX UNDER OUR PROPOSALS OrZ4 0.067 0.045 0.033 0.022 0.000 0.000 
CHANGE IN EFFECTIVE RATE =e  =0,234 0,256 =0°268°) "209279" =0:30) —0.301 
5000 CURRENT TAX (1966 RATES) 0.303 0.301 0.301 0.301 0.301 0.301 0.301 
TAX UNDER OUR PROPOSALS 0.143 0.090 0.072 0.063 0.054 0.035 0.007 
CHANGE IN EFFECTIVE RATE —0.161 —0.211 O20 eee oe PS OGG —0.294 
6500 CURRENT TAX (1966 RATES) 0.305 0.301 0.301 0.301 0.301 0.301 0.301 
TAX UNDER OUR PROPOSALS 0.164 OLLI 0.100 0.093 0.086 0.072 0.051 
CHANGE IN EFFECTIVE RATE —0.142 —0.188 —0.20] —0.208 —0.215 —0.229 —0.250 
8000 CURRENT TAX (1966 RATES) OO = 10rS02 0.301 0.301 0.301 0.301 0.301 
TAX UNDER OUR PROPOSALS 0.178 G) AG; 0.119 alan 0.108 0.097 0.080 
CHANGE IN EFFECTIVE RATE —0.129 —0.172 —0.182 —0.188 —0.193 —0.205 —0.221 
10000 CURRENT TAX (1966 RATES) 0.308 0.304 0.303 0.30] 0.301 0.301 0.301 
TAX UNDER OUR PROPOSALS 0.194 0.146 OEE Ons 0.128 0.120 0.106 
CHANGE IN EFFECTIVE RATE —0.114 =0.158 —0.165 =OL69™" =O 7s —0.182 —0.195 
12000 CURRENT TAX (1966 RATES) 0.309 0.305 0.304 0.303 0.302 0.301 0.301 
TAX UNDER OUR PROPOSALS 0.208 0.158 Opal 0.147 0.144 0.137 0.126 
CHANGE IN EFFECTIVE RATE OOO) 0) Lay —0.153 —0.156 —0.158 —0.164 —0.175 
15000 CURRENT TAX (1966 RATES) 0.309 0.307 0.306 0.305 0.304 0.303 0.301 
TAX UNDER OUR PROPOSALS O 227 0.174 0.169 0.166 0.163 0.158 0.150 
CHANGE IN EFFECTIVE RATE —0.082 —0.132 —0.137 —Vi39™ “=O, —0.145 —0.151 
20000 CURRENT TAX (1966 RATES) 0.307 0.307 CSO, 0.307 0.306 0.305 0.303 
TAX UNDER OUR PROPOSALS 0.250 0.198 0.194 0.192 0.190 0.187 0.18] 
CHANGE IN EFFECTIVE RATE —0.057 —0.109 —0.113 —0.115 —0.116 —0.118 —0.122 
25000 CURRENT TAX (1966 RATES) 0.306 0.306 0.306 0.306 0.306 0.306 0.305 
TAX UNDER OUR PROPOSALS 0.270 0.220 Oz i 0.216 ORAS OFA 0.208 
CHANGE IN EFFECTIVE RATE —0.036 —0.085 --0.088 —0.090 —0.091 —0.094 —0.097 
30000 CURRENT TAX (1966 RATES) 0.305 0.305 0.305 0.305 0.305 OA 05 O05 
TAX UNDER OUR PROPOSALS 0.287 0.242 0.240 0.238 0.237 0235 0.232 
; CHANGE IN EFFECTIVE RATE —0.019 —0.063 —0.066 —0.067  —0.068 —0.070 —0.073 
40000 CURRENT TAX (1966 RATES) 0.304 0.304 0.304 0.304 0.304 0.304 0.304 
TAX UNDER OUR PROPOSALS OpsZ 0.276 O275 0.274 0.273 O22 0.269 
CHANGE IN EFFECTIVE RATE 0.008 —0.028 =0.029 —0.030 —0.031 —0.032 —0.035 
50000 CURRENT TAX (1966 RATES) Orsi2 0.304 0.303 0303 0.303 0.303 0.303 
TAX UNDER OUR PROPOSALS 0.334 0.305 0.304 0.303 0.303 0.301 0.300 
CHANGE IN EFFECTIVE RATE 0.022 0.001 0.000 0.000 —0.001 —0.002 —0.004 
70000 CURRENT TAX (1966 RATES) 0.327 O32 0.319 OMSL7 SLs 0.311 0.305 
TAX UNDER OUR PROPOSALS 0.367 0.346 0.346 S45 Ors45 0.344 0.343 
CHANGE IN EFFECTIVE RATE 0.040 0.026 0.027 0.028 0.030 0.033 0.038 
100000 CURRENT TAX (1966 RATES) 0.341 0.336 Cro) O33 C32 0.329 OY325 
TAX UNDER OUR PROPOSALS 0.401 0.387 0.386 0.386 0.385 0.385 0.384 
CHANGE IN EFFECTIVE RATE 0.060 0.050 0.051 0.052 0.054 0.056 0.059 
200000 CURRENT TAX (1966 RATES) 0.367 0.364 0.363 0.362 0.362 0.360 s57 
TAX UNDER OUR PROPOSALS 0.450 0.443 0.443 0.443 0.443 0.442 0.442 
CHANGE IN EFFECTIVE RATE 0.084 0.079 0.080 0.080 0.081 0.083 0.085 
350000 CURRENT TAX (19§6 RATES) 0.387 0.385 0.384 0.384 0.383 0.382 0.380 
TAX UNDER OUR F ROPOSALS 0.472 0.468 0.467 0.467 0.467 0.467 0.467 
CHANGE IN EFFE'; TIVE RATE 0.085 0.083 0.083 0.084 0.084 0.085 0.086 
600000 CURRENT TAX (1 166 RATES) 0.407 0.406 0.405 0.405 0.405 0.404 0.403 
TAX UNDER OUR PROPOSALS 0.483 0.481 0.481 0.481 0.481 0.481 0.481 
CHANGE IN EFF' CTIVE RATE 0.077 0.075 0.076 0.076 0.076 0.077 0.078 
1000000 CURRENT TAX (1966 RATES) 0.423 0.422 0.422 0.422 0.422 0.421 0.421 
TAX UNDER OUR PROPOSALS 0.490 0.489 0.489 0.489 0.489 0.488 0.488 
CHANGE IN EFFECTIVE RATE 0.067 0.066 0.066 0.067 0.067 0.067 0.068 


Note: See assumptions in Table M—1. 


TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE 


GROSS 
CORPORATE 
SOURCE INCOME 


1500 


2000 


2500 


3000 


3500 


4000 


5000 


6500 


8000 


10000 


12000 


15000 


20000 


25000 


30000 


40000 


50000 


70000 


100000 


200000 


350000 


600000 


1000000 
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TABLE M, 2-3 
EFFECTIVE MARGINAL TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS (INCLUDING 


COMPANY NOT MAKING USE OF SECTION 105 CAPITALIZATIONS 
STATUS OF TAXPAYER 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 FATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL. RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CKANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


Note: See assumptions in Table M—1. 


TACHED 
H 
STi MARRIED COUPLE 
DUAL 
_ NUMBER OF CHILDREN 
0 1 2 3 5 8 
0.430 0.430 0.430 0.430 0.430 0.430 0.430 
0.147 0.000 0.000 0.000 0.000 © 0.000 0.000 
0.283 -0.430 0.430 -0.430 -0.430 -0.430 -0.430 
0.430 0.430 0.430 0.430 0.430 0.430 0.430 
0.168 0.091 0.000 0.000 0.000 0.000 0.000 
0.262 —0.339 0.430 0.430 -0.430 -0.430  -0.430 
0.430 0.430 0.430 0.430 0.430 0.430 0.430 
0.170 0.130 0.041 0.000 0.000 0.000 0.000 
0.260 0.300 -0.389 0.430 -0.430 -0.430 -0.430 
0.430 0.430 01430, 0.430... 0,430... (0.430, , 0.420 
0.197 0.157 0.160 0.104 0.007 0.000 9.000 
0.233 -0.273.- —0.270 0.326 0.423 -0.430-- =0.430 
0.432 0.430 0.430 0.430 0.430 0.430 0.430 
0.200 0.160 0.261. 0.164 O67 0.000" 0.000 
0.232 -0.270 —0.269, | -0.266° -0.263,',-0.430 -0.430 
0.441 0.430 0.430 0.430 0.430 0.430 0.430 
0.218 0.178 0.180 0.180 0.180 0.166 0.000 
0,223 0.252 0,250  =0.250_, -0:250 ,»,-0.265' -0.430 
0.441 0.430 0.430 0.430 0.430 0.430 0.430 
0.229 0.189 -0.990- 5 @190) «wls0, 70.180 Oe) 
0.212 -0.241 -0.240 -0.240 -0.240 -0.240  -0.240 
0.441 0.430 0.430.» 0.430 .. 0.4300. 0.4305... 0.430 
0.240 0.200 0.200). 0.200 0.200. 0.200 6.200 
0.201 -0.230  =0.230) 90.230) , =0:240 , -0.230° -0.23 
0.441 0.441 0.430 0.430 0.430 0.430 0.430 
0.258 (0.209 40. @ 210s 6 0.210, e210 2y Be 
“01183. 0.232. 0,220. =0:22hs e020 0.270 oe 
0.441. 0.441 0.441 0.441. 0.430, 0.430. 0.430 
G.278:), 6.219 0220.1 0220, yee Oe eee 
9,163) —0.222 0.221. -<0.22h 9 OIO gu s0.210 07 
0.441 0.441 0.441 0.441 0.441 0.430 0.430 
0.298 0.238 0.240 0.240 0.240 0.240 0.240 
0.143 -0.203  ~~0.201). 0.201; ) -0.201.. -0.199  -0.190 
0.430 0.441 0.441 0.441 0.441 0.441 0.430 
O18. 6:267 6.270 .,0.2iy awe yp 0210 + O20 
-0.112°° 0874. —D.171s.--O.17k es 0th O17 Oe 
0.430-. 0.430 0.430 0.439 0.441 0.441... 0A4l 
0.347". (0.306 40.310. 0.30, a0 LO as 
46.683". 0.124 0.120, O26 Sie eh aa 
0.430 0.430 0.430 0.430 0.430 0.430 0.441 
0.368 0.346 0.350. 0.350 4.6.25). <50.350 ~  O3m0 
-0.062 0.084 -0.080 -0.080 -0.080 -0.080 -0.091 
0.430 0.430 0.430 0.430 0.430 0.430 0.430 
0.388 0.377 0.380 0.380 0.380 0.380 0,380 
-0.042 -0.053 -0.050 -0.050 -0.050 -0.050  -0.050 
0.430 0.430 0.430 0.430 0.430 0.430 0.430 
0.417 0.416 0.420 0.420 0.420 0.420 0.420 
-0.013 -0.014 -0.010 -0.010 -0.010 -0.010 -0.010 
0.486. 0.474 - 0.430. 0.430 . 0.430... \.0.430.» 0.430 
0.438 0.438 0.440 0.440 0.440 0.440 0.440 
-0.048 -0.036 -0.010 -0.010 -0.010 -0.010 -0.010 
0.500 0.500 0.500 0.500 0.500 0.500 0.500 
0.460 0.460 0.460 0.460 0.460 0.460 0.460 
-0.040 -0.040 -0.040 -0.040 -0.040 -~0.040  -0.040 
0.514 0.514 0.514 0.514 0.510 0.500 0.500 
0.499 0.499 0.500 0.500 0.500 0.500 0.500 
-0.015 0.015 -0.014 -0.014 -0.010 0.000 0.000 
0.528 0.528 0.528 0.528 0.528 0.528 0.528 
0.500 0.500 0.500 0.500 0.500 0.500 0.500 
0.028 -0.028 -0.028 -0.028  -0.028 -0.028  -0.028 
0.556 0.556 0.556 0.556 0.556 0.556 0.556 
0.500 0.500 0.500 0.500 0.500 0.500 0.500 
~0.056 -0.056 -0.056 -0.056 -0.056 -0.056 -0.056 
0.570 0.570 0.570 0.570 0.570 0.570 0.570 
0.500 0.500 0.500 0.500 0.500 0.500 0.500 
-0.070 -0.070 -0.070 -0.070 -0.070 -0.070 -0.070 
0.584 0.584. 0.584 0.584 0.584 0.584 0.584 
0.500 0.500 0.500 0.500 0.500 0.500 0.500 
-0.084 -0.084 -0.084 —-0.084 -0.084 -0.084 -0.084 


CHANGES IN TAX LIABILITIES UNDER THE PROPOSED 
CORPORATIONS) 


GROSS 
CORPORATE 


SOURCE INCOME 


1500 


2000 


2500 


3000 


3500 


4000 


5000 


6500 


8000 


10000 


12000 


15000 


20000 


25000 


30000 


40000 


50000 


70000 


100000 


200000 


350000 


600000 


1000000 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PRCPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


Note: See assumptions in Table M—1. 
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TABLE M, 3-1 


STATUS OF TAXPAYER 


TAX SYSTEM (INCLUDING TAXES PAID BY 
FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE COMPANY 
CAPITALIZING HALF ITS EARNINGS UNDER SECTION 105 


UNAT- 


Ne MARRIED COUPLE 
DUAL 
NUMBER OF CHILDREN ; 
0 2 3 5 8 

eh ef 515. 515. ef her A ae episs ILD. 
54. 0. 0. 0 0. 0. 0. 
—461. said WE Odes 55) S pligh OLS: 515. 
686. 686. 686. 686. 686. 686. 686. 
128. 0. os 0. 0. 0. 0. 
Do —686. —686. —686. —686. —686. —686. 
858. 858. 858. 858. 858. 858. 858. 
212. 46. 0. 0. 0. 0. 0. 
—646. —812. —858. —858. 598. —858. ~850.. 
1029. 1029. 1029. 1029. 1029. 1029. 1029. 
297s Lie. ral 0. 0. 0. 0. 
~133. 7 A L0OTe 2, 10, e099... + 10s: 
1201. 1201. 1201. 1201. 1201. 1201. 1201. 
395. 189. 101. Dé 4, 0. 0. 
SS0rer ay = 1012) S1T00L' S11aB Pe 197) 1201, 1201s 
1373: biz. Lai 2s Lies eg iar 1372, Loh 2s 
495. 269. 181. 134, 87. 0. 0. 
Sion LOS LION eto, |? 1285 a7 =i 3tz: 
1727, L745. 1715. LPL. A705. LEIS. L745, 
714, 448, 361. EWae 269. 176. Np 
10S) =~ 1267. 1354-14008 * — 1447 1539. —1678 
2258. 2230. 2230. rade) 2230. 2230. 2230. 
1063. 737. 651. 606. 560. 469. 332% 
AO “3498, TST, =Lb24 F-16609, 1761. =1897. 
2190. 2750. 2744, 2744, 2744, 2744, 2744, 
1423. 1037. 952. 907. 862. Iles 637. 
EGU te ATE Y Ie AOS) eRe. 1972, =210T. 
3498. 3458. 3446, 3434, 3430. 3430. 3430. 
1942. 1457. 13 2. 1328. 1284, LOD 1063. 
Ape ae 2001. 20700 2106.8 APIA y, 2938: =230], 
4206. 4166. 4154. 4142, 4130, 4116. 4116. 
2501. 1896. 1812, 1770. pee 1641, SS. 
Tha. 2270, | —2342,. = 2375, 2403 —2475.  —2603. 
5265. 3229. pane 5205. B13: 5169. 5145, 
3400. 2615. 2533, 2492 2452. Zoid. 2249. 
=186):" ~2614. ~2684.  ~2713 —2741. -2798. -2896 
6980. 6980. 6980. 6976. 6964. 6940. 6904 
4999. 3964, 3884, 3846. 3808. 3733. 3620 
-1981. -3017.  -3096 ~39307 "i~3iao- 2 S207.) - 3264 
8695. 8695. 8695. 8695. 8695. 8695. 8675. 
6748. 5S ta. 5435, 5400. 5365. Var ee Lda 
~1949,\ ~31842 6 —3267)  =3295. = 33307 933400. 2.3484 
10410. 10410. 10410. 10410. 10410. 10410. 10410 
B57 he 7260. 7185. begs 7120. 7055. 6957 
-1814, -3151. -3225 ~3298h,  =3290 ~3356..) . 3453 
13840. 13840. 13840 13840 13840 13840. 13840 
12496. 11058. 10986 10956 10927 10867. 10778 
-1345. -2782. —-2854 —2884 —2914 —2973.  —-3063 
LTGioe es 172822 Ligh 17271 Ligilaes 17271 | Lees 
Moots 815256, \ 15i87 15158 15130. 15073. 14988 
~982. -2026. -2084. -2112 —2140.  =2197. ~2282 
Prec ear 2051. meneas 25108. 24973 24703. 24298 
20002, 24254. SAIS) 24160. 24133. 24080. 23999, 
-136. -1124. -1056 —948. —840. —624, 207. 
38308. 37808. 37658. 37508 37360. 37090. 36685. 
40091. 38653. 38588. 38564. 38540. 38492. 38420. 
1782. 844, 930. 1056. 1180. 1402, L733; 
81737. 81187. 81022. 80857 80692. 80362. 79867. 
90090. 88652. 88588. 88564. 88540. 88492, 88420. 
8353. 7465. 7566 7707 7848, 8130. 8553. 
150041. 149391. 149196. 149001. 148806. 148416. 147831. 
165090. 163652. 163588. 163564. 163540. 163492. 163420. 
15049. 14261. 14392. 14563. 14734. 15076. 15589. 
269327. 268627. 268417. 268207. 267997. 267577. 266947. 
290090. 288652. 288588. 288564. 288540. 288492. 288420. 
20763... 20025. ~ 20171. 20357. “20883, ~ 20915. 21473. 
465119. 464369. 464144. 463919. 463694. 463244. 462569. 
496090. 488652. 488588. 488564. 488540. 488492. 488420. 
24971, 24283. = 24444. = 24645. = 24846. += 25248. ~—- 25851. 


EFFECTIVE AVERAGE TAX RATES UND 
TAXES PAID BY CORPORATIONS) FOR A 
CAPITALIZING HALF ITS EARNINGS UNDER SECTION 105 


GROSS 


CORPORATE 
SOURCE INCOME 


1500 


2000 


5000 


6500 


8000 


10000 


12000 


15000 


20000 


25000 


30000 


40000 


50000 


70000 


100000 


200000 


350000 


600000 


1000000 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR. PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


Note: Soe assumptions in Table M—1. 
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TABLE M, 


3-2 


ER THE CURRENT AND PROPOSED TAX SYSTEMS (INCLUDING 
TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE COMPANY 


_ STATUS OF TAXPBAYER 


UNAT- 


TACHED 
INBIVs MARRIED COUPLE 
DUAL 
? ___ NUMBER OF CHILDREN = hint 
0 1 2 3 5 8 
0.343 0.343 0.343 0.343 0.343 0.343 0.343 
0.036 0.000 0.000 0.000 0.000 0.000 0.000 
—0.307 —0.343 —=0,3438 —0.343 —0.343 —0.343 —0.343 
0.343 0.343 0.343 0.343 0.343 0.343 0.343 
0.064 0.000 0.000 0.000 0.000 0.000 0.000 
=O3279 (343 (5543 —0.343. —-0.343 =9,.343 —0,343 
0.343 0.343 0.343 0.343 0.343 0.343 0.343 
0.085 0.018 0.000 0.000 0.000 0.000 0.000 
05258 —(0).325 =) Sv} —0.343 —0.343 = 0,543 =, 343 
0.343 0.343 0.343 0.343 0.343 0.343 0.343 
0.099 0.037 0.007 0.000 0.000 0.000 0.000 
—0.244 —0.306 —0.336 —0,.343. —0.343 =0,343 =()) 343 
0.343 0.343 0.343 0.343 0.343 0.343 0343 
Omens 0.054 0.029 0.015 0.001 0.000 0.000 
20),230 —0.289 S80) 6 10M! —0:328 —05342 — 0343 =: 343 
0.343 0.343 0.343 0.343 0.343 0.343 0.343 
0.124 0.067 0.045 0.033 0.022 0.000 0.000 
= Oe 2g SONA =—O298 Odo. a= Ore2 li SSA's: =0,343 
0.345 0.343 0.343 0.343 0.343 0.343 0.343 
0.143 0.090 0.072 0.063 0.054 0.035 ~ 0.007 
0208 OSs) 0 2 7p —0.280 —0.289 —0.308 —0.336 
0.347 0.343 0.343 0.343 0.343 0.343 0.343 
0.164 Oates 0.100 0.093 0.086 0.072 0.051 
—0.184 = 09.230 =0.243 =(0.250.. .—OsZ5i7 =(.200 —0.292 
0.349 0.344 0.343 0.343 0.343 0.343 0.343 
0.178 0.130 0.119 Os3 0.108 0.097 0.080 
YOR ITAl SOA! —0.224 (230. .=02235 —0.246 =),263 
0.350 0.346 0.345 0.343 0.343 0.343 0.343 
0.194 0.146 One 0.133 0.128 0.120 0.106 
= Oe 56 —0.200 —O.20,7 ORs Oe 5 a One23 (92357) 
0.351 0.347 0.346 0.345 0.344 0.343 0.343 
0.208 0.158 OSE 0.147 0.144 Oke 7 0.126 
Atay —0.189 ANS iS)5) —0.198 —0.200 —0.206 = O25 IW) 
0351 0.349 0.348 0.347 0.346 0.345 Oes4s 
0.227 0.174 0.169 0.166 0.163 0.158 0.150 
=9),)/ 22) =O: Ole —Q,181  —0,183 —Ontey =. 193 
0.349 0.349 0.349 0.349 0.348 0.347 0.345 
0.250 0.198 0.194 0.192 0.190 0.187 0.181 
—0.099 SANS Mh SASS: —0.156 —0.158 —0.160 —0.164 
0.348 0.348 0.348 0.348 0.348 0.348 0.347 
0.270 0.220 Ay 0.216 ORS: 0.212 0.208 
=O.078 =Oa2i7 —0.130 —O-lb32. -—Osiss —0.136 —0.139 
0.347 0.347 0.347 0.347 0.347 O.347i 0.347 
0.287 0.242 0.240 0.238 On23/ On235 0.232 
—0.060 = OulO5 = NellOy —0.109 —0.110 alike Se 
0.346 0.346 0.346 0.346 0.346 0.346 0.346 
0.312 0.276 0.275 0.274 Or273 O27Z 0.269 
—0.034 —0.070 NOVAL “O02. ORO —0.074 OO 
0.354 0.346 0.345 0.345 0.345 0.345 0.345 
0.334 0.305 0.304 0.303 0.303 0.301 0.300 
—0.020 —0.041 —0.042 —0.042 —0:043 —0.044 —0.046 
0.369 0.363 0.361 0.359 0.357 0.353 0.347 
0.367 0.346 0.346 0.345 0.345 0.344 0.343 
—0.002 —0.016 =O ,015 —(0L4. S—OLol2Z —0.009 —0.004 
0.383 0.378 0.377 0.375 0.374 eral 0.367 
0.401 0.387 0.386 0.386 0.385 0.385 0.384 
0.018 0.008 0.009 0.011 0.012 0.014 0.017 
0.409 0.406 0.405 0.404 0.403 0.402 0.399 
0.450 0.443 0.443 0.443 0.443 0.442 0.442 
0.042 0.037 0.038 0.039 0.039 0.041 0.043 
0.429 0.427 0.426 0.426 0.425 0.424 0.422 
0.472 0.468 0.467 0.467 0.467 0.467 0.467 
0.043 0.041 0.041 0.042 0.042 0.043 0.045 
0.449 0.448 0.447 0.447 0.447 0.446 0.445 
0.483 0.481 0.481 0.481 0.481 0.481 0.481 
0.035 0.033 0.034 0.034 0.034 0.035 0.036 
0.465 0.464 0.464 0.464 0.464 0.463 0.463 
0.490 0.489 0.489 0.489 0.489 0-488 0.488 
0.025 0.024 0.024 0.025 0.025 0.025 0.026 
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TABLE M, 3-3 


EFFECTIVE MARGINAL TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS (INCLUDING 
TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE 
COMPANY CAPITALIZING HALF ITS EARNINGS UNDER SECTION 105 


STATUS OF TAXPAYER 


Note: See assumptions in Table M—]. 


UNAT- 
GROSS Angie MARRIED COUPLE 
CORPORATE Aba 
SOURCE INCOME | 
NUMBER OF CHILDREN 
0 2 3 5 8 

1500 CURRENT TAX (1966 RATES) 0.472 0.472 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.147 0.000 0.000 0.000 0.000 0.000 0.000 
CHANGE IN MARGINAL RATE —0.325 »-0.472 -0.472 -0.472 0.472 -0.472 -0.472 
2000 CUFRENT TAX (1966 RATES) 0.472 0.472 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.168 0.091 0.000 0.000 0.000 0.000 0.000 
CHANGE IN NARGINAL RATE 0.308 0,281  =O.472 =0.472 =0.472 =0.472 =0.472 
2500 CURRENT TAX (1966 RATES) 0.472 0.472 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.170 0.130 0.041 0.000 0.000 0.000 0.000 
CHANGE IN MARGINAL RATE aU.202 0342 <-0:431 —O4A72 640.872 =0.472 . =0:472 
3000 CURRENT TAX (1966 RATES) 0.472 0.472 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.197 0.157 0.160 0.104 9.007 0.000 0.000 
CHANGE IN MARGINAL RATE O:275 wr 0.3150 50,312 . 0,368. -0.465. =—0:472 _ +0.472 
3500 CURRENT TAX (1966 RATES) 0.474 0.472 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.200 0.160 0.161 0.164 0.167 0.000 0.000 
CHANGE IN MARGINAL RATE 0.218 )—-O.3129 <0,31 Te 0808 We080s ° =0,272" Loar 
4000 CURRENT TAX (1966 RATES) 0.483 0.472 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.218 0.178 0. 180 0. 180 0.180 0.166 0.000 
CHANGE IN MARGINAL RATE e265, = 0.298 TAN 292 * 01292 120.292 0,306 <9.472 
5000 CURRENT TAX (1966 RATES) 0.483 0.472 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS On229 0.189 0.190 0.190 0.190 0.190 0.191 
CHANGE IN MARGINAL RATE —O.294 0.283 0282 0,282" -0.287° 0.962 20.989 
6500 CURRENT TAX (1966 RATES) 0.483 0.472 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.240 0.200 0.200 0.200 0.200 0.200 0.200 
CHANGE IN MARGINAL RATE OAS 6 A0272, 212. S022 =0:272 ~0/272 ~ 0372 
8000 CURRENT TAX (1966 RATES) 0.483 0.483 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.258 0.209 0.210 0.210 0.210 0.210 0.210 
CHANGE IN MARGINAL RATE eee a U.2TA 0.262  —O.202" | = 0.262. 0.957 0 962 
10000 CURRENT TAX (1966 RATES) 0.483 0.483 0.483 0.483 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.278 0.219 0.220 0.220 0.220 0.220 0.220 
CHANGE IN MARGINAL RATE eOia0o (0.264 =0,263 We0°2630) 0.252 w —De2520 0.957 
12000 CURRENT TAX (1966 RATES) 0.483 0.483 0.483 0.483 0.483 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.298 0.238 0.240 0.240 0.240 0.240 0.240 
CHANGE IN MARGINAL RATE 0.185 =0.245.  —0.243° 0.243 —0:243 =0;232, 40:23? 
15000 CURRENT TAX (1966 RATES) 0.472 0.483 0.483 0.483 0.483 0.483 0.472 
TAX UNDER OUR PROPOSALS 0.318 0.267 0.270 0.270 0.270 0.270 0.270 
CHANGE IN MARGINAL RATE ee ee OZhG. =O 293%) 0218 i 209” OTS on, on 
20000 CURRENT TAX (1966 RATES) 0.472 0.472 0.472 0.481 0.483 0.483 0.483 
TAX UNDER OUR PROPOSALS 0.347 0.306 0.310 0.310 0.310 0.310 0.310 
CHANGE IN MARGINAL RATE ~O.D25® or-0;166)) 6-062 o<O17, 0.1% die O 73. 60,173 
25000 CURRENT TAX (1966 RATES) 0.472 0.472 0.472 0.472 0.472 0.472 0.483 
TAX UNDER OUR PROPOSALS 0.368 0.346 0.350 0.350 0.350 0.350 0.350 
CHANGE IN MARGINAL RATE =0. 104 00126 «  =07122 0.1229 0722 % 0,122, -0,133 
30000 CURRENT TAX (1966 RATES) 0.472 0.472 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.388 0.377 0.380 0.380 0.380 0.380 0.380 
, CHANGE IN MARGINAL RATE —0.084 -0.095 -0.092 -0.092 -0.092 -0.092 ~0.092 
40000 CURRENT TAX (1966 RATES) 0.472 0.472 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.417 0.416 0.420 0.420 0.420 0.420 0.420 
CHANGE IN MARGINAL RATE 0.055. =0.056 -0.052  -0.052  -0.052 -0.052. -0.052 
50000 CURRENT TAX (1966 RATES) 0.528 0.516 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.438 0.438 0.440 0.440 0.440 0.440 0.440 
CHANGE IN MARGINAL RATE -0.090" -0.078 ~-0.032 -0.032 -0.032 -0.032 » —0,.032 
70000 CURRENT TAX (1966 RATES) 0.542 0.542 0.542 0.542 0.542 0.542 0.542 
TAX UNDER OUR PROPOSALS 0.460 0.460 0.460 0.460 0.460 0.460 0.460 
CHANGE IN MARGINAL RATE 0.082 -0.082  -0.082 -0.082 -0.082 -0.082 -0,082 
100000 CURRENT TAX (1966 RATES) 0.556 0.556 0.556 0.556 0.552 0.542 0.542 
TAX UNDER OUR PROPOSALS 0.499 0.499 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 9.057 -0.057, 0.056 +0056 —0.052 —0.042 0.042 
200000 CURRENT TAX (1966 RATES) 0.570 0.570 0.570 0.570 0.570 0.570 0.570 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE -0.070 -0.070 -0.070  -0.070 -0.070 -0.070 —-—0.070 
350000 CURRENT TAX (1966 RATES) 0.598 0.598 0.598 0.598 0.598 0.598 0.598 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE -0.098 -0.098 -0.098 -0.098 -0.098 -0.098  -0.098 
600000 CURRENT TAX (1966 RATES) 0.612 0.612 0.612 0.612 0.612 0.612 0.612 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE -O4%2 -O0:112 -0,112 =0112 -—0:102 -O112 0.112 
1000000 CURRENT TAX (1966 RATES) 0.626 0.626 0.626 0.626 0.626 0.626 0.626 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE —9.126 -0.126 -0.126 -0.126 -0.126 -0.126 -0.126 
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APPENDIX N 


COMPARISONS OF TAX LIABILITIES ON CORPORATE SOURCE INCOME FROM 
SHARES FOR TAX UNITS AT DIFFERENT INCOME LEVELS AND WITH 
DIFFERENT FAMILY CHARACTERISTICS UNDER OUR PROPOSALS AND 
UNDER THE PROPOSALS OF THE COMMITTER OF FOUR AS MODIFIED 
This appendix provides comparisons of corporation and personal income 
taxes payable by, or attributable to, tax units with income Only from shares 
under our proposals and under the proposals of the Committee of Four as 
discussed and modified in Chapter 19. u/ The comparisons presented show 
the differences between the total taxes payable under each proposed method 


of taxation by taxpayers with income only from corporate shares. Differences 


in average and marginal rates of tax are also shown. 


Two comparisons are made: 


Case 1: A typical public company distributing one half of its after-tax 
income as dividends. This corresponds to Case 1 in Appendix M. 
The results can be found in Tables N, 1-1, N, 1-2 and N, oe 


provided in this appendix. 


Case 2: A typical private company distributing one half of its after-tax 
income as dividends. This corresponds to Case 2 in Appendix M. 
The results can be found in Tables N, 2-1, N, 2-2 and N, 2-3 


provided in this appendix. 


In each case the composition of income is the same as that assumed 
in the comparable cases in Appendix M, as specified in Table M-l of that 


appendix. 


The tables are calculated in the same manner as are the tables pre- 
sented in Appendix M. The figures entered for our proposals in this appendix 
are in fact identical with those presented in the corresponding tables 


provided in Appendix M. 


The method by which total taxes are computed under each system of 


taxation is shown in two examples. Table N-l shows the way in which total 
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taxes are calculated for a family with two children with a comprehensive 
tax base income of $10,000 derived exclusively from corporate shares of a 
typical public company. The taxes derived through this calculation 

are shown in the fourth column of Table N, 1-1 in the row for a 

gross corporate source income of $10,000. Table N-2 presents the corre- 
sponding tax calculations for a family with two children with a compre- 
hensive tax base income of $100,000 derived exclusively from a typical 
private company. The resultant taxes are shown in the fourth column of 


Table N, 2-1 in the row for 4 gross corporate source income of $100,000. 


Under the modified Committee-of-Four proposals the 15 per cent tax 
would not apply to all corporate income but only to distributions or capi- 
talizations. In all of the calculations we have assumed the same 
level of distributions as in Appendix M (one half of corporate after-tax 
income distributed). However, if the modified Committee-of-Four proposals 
were adopted distributions probably would increase. Most shareholders 
would prefer to have the corporate income distributed so as to reduce their 
share gains, which would be subject to tax at higher rates for shareholders 
with lower income who would be entitled to refunds of the 15 per cent tax 
and shareholders with marginal tax rates of over 40 per cent. \ine dis- 
tribution or capitalization of the remaining balance would increase the 
figures shown for total taxes by 15 per cent of the amount shown as un- 
distributed income at the bottom of each example given in Tables N-1 and 


N-2. 


In the calculations under the modified Committee-of-Four proposals we 
have used the same rates of personal income tax for family units and the 
same credits as under our proposals. We have also assumed the same treat- 
ment of family allowances and the same standard deduction as under our 
proposals. The corporation tax is computed under the dual rate presently 
in effect, using the average corporation tax rates referred to in note a/ 


to Table M-1 in Appendix M. 
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REFERENCE 


i/ The principal modification is to bring into a shareholder's income 
the gains on realization of shares and to apply tax to such gains 


at one half of personal rates. 


App. N 
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TABLE N-1 


CASE 1 EXAMPLE: 


CALCULATION OF TAXES UNDER OUR PROPOSALS AND THE MODIFIED PROPOSALS OF THE COMMITTEE 
OF FOUR FOR A MARRIED COUPLE WITH TWO CHILDREN WITH A COMPREHENSIVE TAX BASE 
INCOME OF $10,000 DERIVED EXCLUSIVELY FROM SHARES IN A TYPICAL PUBLIC COMPANY af 


Tax Base and Taxes Under 
Committee-of -Four Proposals 


Tax Base and Taxes 
Under Our Proposals 


At At At At 
Corporate Personal Corporate Personal 
Tax Base Level Level Level Level 

Income from corporate sources: 

Dividends $2,019.15 $2,019.15 $2,019.15 N.A. 

Other corporate income, before corporation tax 5,961.70 5,961.70 5,961.70 b/ N.A. 

Goodwill gains on stock held by taxpayer - PAR ONE ESS) - 2 sOUG.15 
Total corporate source base $7,980.85 $10,000.00 | $2,019.15 
Family allowances - 144.00 144.00 
Total income - $10,144.00 $2,163.15 
Standard deduction = 50.00 50.00 
Net tax base 80.8 $10,094.00 $2,113.15 

Taxes 

Gross tax (before credits) 3,990.43 1,487.68 - 
Additional tax on corporate distributions a/ N.A. = = 
Non-refundable tax credits for dependants - 160.00 160.00 
Tax after dependant credits - $1 ,227.68 ~ 
Refundable credits: 

of corporation taxes - 3,990.42 N.A. 

on corporate distributions - N.A. 302 .87 
Total tax 3 5990.4 ($2,662.75) $4 245 41 ($ 302.87) 
Total taxes e/ $1,227.68 $3,942.54 
Undistributed or unallocated income = $2,019.15 
a/ Numbers enclosed in parentheses are negative. "NA." means not applicable. The relationship among the components of corporate 


source income is that specified in Appendix M, Table M-1, column 2, for a shareholder in a typical public company. 


Consists of undistributed income of $2,019.15 and corporation tax of $3,942.54 (49.4 per cent of $7,980.85). 


»/ 

e/ This is the income of the taxpayer considered in this example. 
d/ 15 per cent of $2,019.15. 

ef 


Under the modified Committee-of-Four proposals it is possible that the corporation would distribute or capitalize the full amount 
of corporate income, to reduce to a minimum the amount that would eventually be subject to the capital gains tax. In this 
example, however, there would be no increase in the total tax payable as the shareholder would receive a refund of the 

15 per cent tax paid. 
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TABLE N-2 


CASE 2 EXAMPLE: 


CALCULATION OF TAXES UNDER OUR PROPOSALS AND THE MODIFIED PROPOSALS OF THR COMMITTEE 
OF FOUR FOR A MARRIED COUPLE WITH TWO CHILDREN WITH A COMPREHENSIVE TAX BASE 
INCOME OF $100,000 DERIVED EXCLUSIVELY FROM SHARES IN A TYPICAL PRIVATE COMPANY a/ 


Tax Base and Taxes Under 


Committee-of-Four Proposals 


Tax Base and Taxes 


Under Our Proposals 


At At At At 
Corporate Personal Corporate Personal 
Tax Base Level Level Level Level 

Income from corporate sources: 

Dividends $27,956.99 $27,956.99 $27,956.99 N.A. 

Other corporate income, before corporation tax 58,064.52 58,064.52 58,064.52 b/ N.A. 

Goodwill gains on stock held by taxpayer - 12,978.49 - 13,978.49 
Total corporate source base $86,021.51 $100,000.00 c/ $86,021.51 $13,978.49 
Family allowances - 14h .00 - 144.00 
Total income - $100,144.00 - $14 ,122 49 
Standard deduction = 20.00 > 90.00 
Net tax base $86,021.51 $100,094.00 $86,021.51 14 072.4 

Taxes 

Gross tax (before credits) $43,010.76 $38,724.00 $30,107.53 $ 863.65 
Additional tax on corporate distributions d/ N.A. - 4,193.55 - 
Non-refundable tax credits for dependants - 160.00 - 160.00 
Tax after dependant credits - $38,564.00 - $ 703.65 
Refundable credits: 

of corporation taxes - $43,010.76 - N.A. 

on corporate distributions = N.A. = = 
Total tax $43,010.76 ($4 446.76) $34 201.08 $ 703.65 
Total taxes e/ $38 564.00 $35,004.73 
Undistributed or unallocated income - $27,956.99 
af Numbers enclosed in parentheses are negative. "N.A." means not applicable. The relationship among the components of corporate 


source income is that specified in Appendix M, Table M-1 


» column 2, for a shareholder in a typical private company. 


b/ Consists of undistributed income of $27,956.99 and corporation tax of $30,107.53 (35 per cent of $86,021.51). 


c/ This is the income of the taxpayer considered in this example. 


d/ 15 per cent of $27,956.99. 


e/ Under the modified Committee-of-Four proposals it is possible that the corporation would distribute or capitalize the full amount 


of corporate income, to reduce to a minimum the amount that would eventuall 
cent were paid on the full corporate income the $3 


y be subject to the capital gains tax. 
5,004.73 of tax would increase to $39,198.28. 


If the 15 per 
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TABLE N, 1-1 


CHANGES IN TAX LIABILITIES UNDER OUR PROPOSALS FROM THOSE WHICH WOULD ARISE UNDER THE 
MODIFIED PROPOSALS OF THE COMMITTEE OF FOUR (INCLUDING TAXES PAID BY CORPORATIONS) 
FOR A TAX UNIT WITH INCOME FROM A TYPICAL PUBLIC COMPANY 


STATUS OF TAXPAYER 


UNAT- 
GROSS Mes bie MARRIED COUPLE 
CORPORATE DUAL 
SOURCE INCOME. 
ax NUMBER OF CHILDREN 
0 1 2 3 5 8 

1500 ALTERNATIVE TAX PROPOSAL 591. 591. 591. 591. 591. 591. 591. 
TAX UNDER OUR PROPOSALS 54, 0. 0. 0. 0. 0. On 
INCREASE OR DECREASE IN TAX =—537. —59]. See =59iL. —591. —591. —591. 
2000 ALTERNATIVE TAX PROPOSAL 789. 789. 789. 789. 789. 789. 789. 
TAX UNDER OUR PROPOSALS 128. 0. 0. 0. 0. 0. 0): 
INCREASE OR DECREASE IN TAX (6 (ll. =109. —789, —789. —789, —789, —789. 
2500 ALTERNATIVE TAX PROPOSAL 986. 986. 986. 986. 986. 986. 986. 
TAX UNDER OUR PROPOSALS ree 46. OF 0. 0. 0. Of 
INCREASE OR DECREASE IN TAX fia. —940. —986. —986. —986. —986. —986. 
3000 ALTERNATIVE TAX PROPOSAL 1183. Ws 1183. IASB 1183. 1183. 1183. 
TAX UNDER OUR PROPOSALS 297. iba lle Oe 0. Oe 0. 7), 
INCREASE OR DECREASE IN TAX =686 —=1072, —l1GZa yeise. ool 183.0 par Ll83s, ae 183. 
3500 ALTERNATIVE TAX PROPOSAL 1380. 1380. 1380. 1380. 1380. 1380. 1380. 
TAX UNDER OUR PROPOSALS 395. 189, LOL. sya 4, 0. 0. 
INCREASE OR DECREASE IN TAX =995 119,  =12/9i e285 =1376, =1380; "=1380; 
4000 ALTERNATIVE TAX PROPOSAL Sire Lote Sik 15772 Deis lye Sele 
TAX UNDER OUR PROPOSALS 495. 269. 181. 134, 87. 0. (Oe 
INCREASE OR DECREASE IN TAX =(082,  =1308, —1396, "14%, =J490, =l15/77. - =1577. 
5000 ALTERNATIVE TAX PROPOSAL 1971. 1971. 1971. 1971. 1971. 1971. 1971. 
TAX UNDER OUR PROPOSALS 714, 448. 361. Bll 269. IG Sue, 
INCREASE OR DECREASE IN TAX 1257. al523 ee —LONOR eee aoo: 1703. SiS awe 934" 
6500 ALTERNATIVE TAX PROPOSAL 2563. 25002 XG 3 2563. 2563. 2562s PES 
TAX UNDER OUR PROPOSALS 1063. WET 651. 606. 560. 469. 3325 
INCREASE OR DECREASE IN TAX E5000 1626. — Oa a hoaye =7002.' “=2094.5" —227805 
8000 ALTERNATIVE TAX PROPOSAL 3154. 3154; 25a" B54. slay 3154. Bia: 
TAX UNDER OUR PROPOSALS 1423. LOB 952. 907. 862. ViZ. 637. 
INCREASE OR DECREASE IN TAX —73l, -=2007, =2202., =—2240e E2923 SPB 82 75 Ie 
10000 ALTERNATIVE TAX PROPOSAL 3943. 3943. 3943, 3943. 3943. 3943. 3943. 
TAX UNDER OUR PROPOSALS 1942. 1457. Lies 1326. 1284. 1195, 1063. 
INCREASE OR DECREASE IN TAX 2001, — =2486, =25 70 Zoi, =2659. —=2747. 1=—2880, 
12000 ALTERNATIVE TAX PROPOSAL 4750. AEN BN. ATVB im ATs A734, 4731. 
TAX UNDER OUR PROPOSALS 250i 1896. eZ LOS Ze 1641. 1513? 
INCREASE OR DECREASE IN TAX EP OhOT Ts 228350 Ss =20OT | a Oo ie =3004; =3090.4" =32i8: 
15000 ALTERNATIVE TAX PROPOSAL 5970. 5914. 5914, 5914. 5914. 5914. 5914, 
TAX UNDER OUR PROPOSALS 3400. 2615. 2DB3. 2492. Se DPN 2249. 
INCREASE OR DECREASE IN TAX Sone) = = 3299"  =s30, sae. =3462, —35437" =s605s 
20000 ALTERNATIVE TAX PROPOSAL 8015. 7885. 7885. 7885. 7885. 7885. 7885. 
TAX UNDER OUR PROPOSALS 4999, 3964. 3884. 3846. 3808. Sis: 3620. 
INCREASE OR DECREASE IN TAX —3016. —3922. —4001. —4039. =4077. . —4152. Beavis 
25000 ALTERNATIVE TAX PROPOSAL 10829. 10662. 10614, 10614. 10614. 10614. 10614. 
TAX UNDER OUR PROPOSALS 6748. 5 AAs 5435, 5400. 5365. 5296. 5191. 
NCREASE OR DECREASE IN TAX =ANer 5:51. S579, sa azias Syl ee eaenhe © | Ge. 
30000 ALTERNATIVE TAX PROPOSAL 13038. 12850. Gh 12736. IVa Ion ace 12736; 
TAX UNDER OUR PROPOSALS 8597. 7260. 7185. WAS TAWA 7055. 6957. 
NCREASE OR DECREASE IN TAX SAAN @ —~5591. 225516. 0 = D084 obese DONO eet 0G Lael ear 
40000 ALTERNATIVE TAX PROPOSAL 17484. Wear. 17169. Ae OS: 16982. 16982. 
TAX UNDER OUR PROPOSALS 12496. 11058. 10986. 10956. 10927. 10867. 10778. 
NCREASE OR DECREASE IN TAX —4989. —6199. -6183.  -—6166. —6149,. -6114.  -6204. 
50000 ALTERNATIVE TAX PROPOSAL PV952, 21684. 21597. PANS Sale, 21505. 21412. ANP 
TAX UNDER OUR PROPOSALS 16694. 15256. 15187. 15158. 15130. IDveEr 14988. 
NCREASE OR DECREASE IN TAX —5258. —6428. —6411. —6393. =63/5.° —6339. ~=6285. 
70000 ALTERNATIVE TAX PROPOSAL 30917. 30568. 30483. 30437. 30391. 30300. 30163. 
TAX UNDER OUR PROPOSALS 25692. 24254. ZOMG TEP 24160. ZALBSE 24080. 23999. 
INCREASE OR DECREASE IN TAX 25775634 1 62962 =62 11, 46258509 2622 Sol Gas 
100000 ALTERNATIVE TAX PROPOSAL 44422, 43931. 43847. 43803. 43759. 43670. 435585 
TAX UNDER OUR PROPOSALS 40091. 38653. 38588. 38564. 38540. 38492. 38420. 
INCREASE OR DECREASE IN TAX A337  =5979 - =—5259, 35239, =—5219 See ee 
200000 ALTERNATIVE TAX PROPOSAL 89973. 88929. 88851. 88814. 88776. 88701. 88588. 
TAX UNDER OUR PROPOSALS 90090. 88652. 88588. 88564. 88540. 88492. 88420. 
INCREASE OR DECREASE IN TAX Liye —277. —263. —250, —236. —209. 168. 
350000 ALTERNATIVE TAX PROPOSAL 159266. 157875. 157802. 157769. 157737. 157672. 157574. 
TAX UNDER OUR PROPOSALS 165090. 163652. 163588. 163564. 163540. 163492. 163420. 
INCREASE OR DECREASE IN TAX 5824. Se 5786. 5795. 5803. 5820. 5846. 
600000 ALTERNATIVE TAX PROPOSAL 276081. 274643. 274576. 274549. 274522. 274469. 274388. 
TAX UNDER OUR PROPOSALS 290090. 288652.. 288588. 288564. 288540. 288492. 288420. 
INCREASE OR DECREASE IN TAX 14009. 14009. 14012. 14015. 14018. 14023. 14032. 
1000000 ALTERNATIVE TAX PROPOSAL 465110. 463672. 463608. 463584. 463560. 463512. 463440. 
TAX UNDER OUR PROPOSALS 490090. 488652. 488588. 488564. 488540. 488492. 488420. 
INCREASE OR DECREASE IN TAX 24980. 24980. 24980. 24980. 24980. 24980. 24980. 


Note: See assumptions in Appendix M and earlier in this Appendix. 
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TABLE'N, 1=2 


EFFECTIVE AVERAGE TAX RATES UNDER OUR PROPOSALS AND UNDER THE MODIFIED PROPOSALS 
OF THE COMMITTEE OF FOUR (INCLUDING TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME 
FROM A TYPICAL PUBLIC COMPANY 


STATUS OF TAXPAYER 


UNAT- 

GROSS TACHED MARRIED COUPLE 

CORPORATE IND TYE: 
SOURCE INCOME DUAL 
NUMBER OF CHILDREN 
0 0 1 2 3 5 8 

1500 ALTERNATIVE TAX PROPOSAL 0.394 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS 0.036 0.000 0.000 0.000 0.000 0.000 0.000 
CHANGE IN EFFECTIVE RATE —0.358 —0.394 —0.394 —0.394 —9.394 -0.394 —0.394 
2000 ALTERNATIVE TAX PROPOSAL 0.394 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS 0.064 0.000 0.000 0.000 0.000 0.000 0.000 
CHANGE IN EFFECTIVE RATE —0.331 —0.394 —0.394 —0.394 —0.394 —0.394 —0.394 
2500 ALTERNATIVE TAX PROPOSAL 0.394 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS 0.085 0.018 0.000 0.000 0.000 0.000 0.000 
CHANGE IN EFFECTIVE RATE —0.310 —0.376 —0.394 —0.394 —0.394 —0.394 —0.394 
3000 ALTERNATIVE TAX PROPOSAL 0.394 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS 0.099 0.037 0.007 0.000 0.000 0.000 0.000 
CHANGE IN EFFECTIVE RATE =—0.295 —0.357 = S87 —0.394 —0.394 —0.394 —0.394 
3500 ALTERNATIVE TAX PROPOSAL 0.394 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS O.l2 0.054 0.029 ORONES) 0.001 0.000 0.000 
CHANGE IN EFFECTIVE RATE —0.281 —0.340 —0.366 —0.379 —0.393 -0.394 —0.394 
4000 ALTERNATIVE TAX PROPOSAL 0.394 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS 0.124 0.067 0.045 0.033 0.022 0.000 0.000 
CHANGE IN EFFECTIVE RATE =O 7p —0).327 —0.349 Hestonh —0.373 -—0.394 —0.394 
5000 ALTERNATIVE TAX PROPOSAL 0.394 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS 0.143 0.090 0.072 0.063 0.054 0.035 0.007 
CHANGE IN EFFECTIVE RATE —0.251 =0.305 —0.322 =(eso =Os41 0; 359 —0).387 
6500 ALTERNATIVE TAX PROPOSAL 0.394 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS 0.164 Colts 0.100 0.093 0.086 0.072 0.051 
CHANGE IN EFFECTIVE RATE =e Zi =O228) —0.294 —0.301 —0.308 —0.322 —0.343 
8000 ALTERNATIVE TAX PROPOSAL 0.394 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS 0.178 ORIS6 0.119 (ess 0.108 0.097 0.080 
CHANGE IN EFFECTIVE RATE —0.216 =(02265 —0.275 —0.281 —0.287 -—0.298 =0.315 
10000 ALTERNATIVE TAX PROPOSAL 0.394 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS 0.194 0.146 (ie ley (Olss3 0.128 0.120 0.106 
CHANGE IN EFFECTIVE RATE (5200 —0.249 02 oi =O226 I =—0.266 —0.275 —0.288 
12000 ALTERNATIVE TAX PROPOSAL 0.396 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS 0.208 0.158 Onsyal 0.147 0.144 Oe 7 0.126 
CHANGE IN EFFECTIVE RATE —().187 —0.236 —().243 —0.247 =O 250) —=On25n —0.268 
15000 ALTERNATIVE TAX PROPOSAL 0.398 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS 0.227 0.174 0.169 0.166 0.163 0.158 0.150 
CHANGE IN EFFECTIVE RATE —0.171 =. 220 =O 225 —0.228 = OnZo OUP SG —0.244 
20000 ALTERNATIVE TAX PROPOSAL 0.401 0.394 0.394 0.394 0.394 0.394 0.394 
TAX UNDER OUR PROPOSALS ORZ50 0.198 0.194 0.192 0.190 0.187 0.181 
CHANGE IN EFFECTIVE RATE =). 151 —0.196 —0.200 —0.202 —0.204 —0.208 =) 218 
25000 ALTERNATIVE TAX PROPOSAL 0.433 0.426 0.425 0.425 Ox4a25 0.425 0.425 
TAX UNDER OUR PROPOSALS 0.270 0.220 0.217 0.216 CEPA) OeZat2 0.208 
CHANGE IN EFFECTIVE RATE (dios —0.206 =O207 —0.209 = Oe Gree (0, 212 —O.217 
30000 ALTERNATIVE TAX PROPOSAL 0.435 0.428 0.425 0.425 0.425 0.425 0.425 
TAX UNDER OUR PROPOSALS 0.287 0.242 0.240 0.238 O23 0.235 2232 
: CHANGE IN EFFECTIVE RATE = (Oia —0.186 —0.186 —0.186 —0.187  —0.189 —0.193 
40000 ALTERNATIVE TAX PROPOSAL 0.437 0.431 0.429 0.428 0.427 0.425 0.425 
TAX UNDER OUR PROPOSALS OAS 0.276 On275 0.274 0.273 0.272 0.269 
CHANGE IN EFFECTIVE RATE = (25 =O 555 = 55 = (54 =O OF 58 = 55 
50000 ALTERNATIVE TAX PROPOSAL 0.439 0.434 0.432 0.431 0.430 0.428 0.425 
TAX UNDER OUR PROPOSALS 0.334 0.305 0.304 0.303 0.303 0.301 0.300 
CHANGE IN EFFECTIVE RATE —0.105 —0.129 =(0 128 =, 128 —=—Opi2n =O. 77 —0.126 
70000 ALTERNATIVE TAX PROPOSAL 0.442 0.437 0.435 0.435 0.434 0.433 0.431 
TAX UNDER OUR PROPOSALS 0.367 0.346 0.346 0.345 0.345 0.344 0.343 
CHANGE IN EFFECTIVE RATE =O.075 —0.090 —0.090 —0.090 —0.089 —0.089 —0.088 
100000 ALTERNATIVE TAX PROPOSAL 0.444 0.439 0.438 0.438 0.438 0.437 0.435 
TAX UNDER OUR PROPOSALS 0.401 0.387 0.386 0.386 0.385 0.385 0.384 
CHANGE IN EFFECTIVE RATE —0.043 —0.053 =(.053 —O.052 052, “=OL05? AY O51 
200000 ALTERNATIVE TAX PROPOSAL 0.450 0.445 0.444 0.444 0.444 0.444 0.443 
TAX UNDER OUR PROPOSALS 0.450 0.443 0.443 0.443 0.443 0.442 0.442 
CHANGE IN EFFECTIVE RATE 0.000 =a) = (On —0.00] —0.001 —0.001 —0.001 
350000 ALTERNATIVE TAX PROPOSAL 0.455 0.451 0.451 O.ASa 0.451 0.450 0.450 
TAX UNDER OUR PROPOSALS 0.472 0.468 0.467 0.467 0.467 0.467 0.467 
CHANGE IN EFFECTIVE RATE 0.017 0.017 0.017 0.017 0.017 0.017 0.017 
600000 ALTERNATIVE TAX PROPOSAL 0.460 0.458 0.458 0.458 0.458 0.457 0.457 
TAX UNDER OUR PROPOSALS 0.483 0.481 0.481 0.481 0.481 0.481 0.481 
CHANGE IN EFFECTIVE RATE 0.023 0.023 0.023 0.023 0.023 0.023 0.023 
1000000 ALTERNATIVE TAX PROPOSAL 0.465 0.464 0.464 0.464 0.464 0.464 0.463 
TAX UNDER OUR PROPOSALS 0.490 0.489 0.489 0.489 0.489 0.488 0.488 
CHANGE IN EFFECTIVE RATE 0.025 0.025 0.025 0.025 0.025 0.025 0.025 


Note: See assumptions in Appendix M and earlier in this Appendix. 
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TABLE N, 1-3 


EFFECTIVE MARGINAL TAX RATES UNDER OUR PROPOSALS AND UNDER THE MODIFIED PROPOSALS 
OF THE COMMITTEE OF FOUR (INCLUDING TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME 
FROM A TYPICAL PUBLIC COMPANY 


STATUS OF TAXPAYER 


TACHED 
GROSS MARRIED COUPLE 
CORPORATE oa 
_SOURCE INCOME . 
NUMBER OF CHILDREN 
0 2 3 5 8 

1500 ALTERNATIVE TAX PROPOSAL 0.399 G.299 0.399 0.399 0.399 0.399 0.399 
TAX UNDER OUR PROPOSALS 0.147 0.000 0.000 0.000 0.000 0.000 0.000 
CHANGE IN MARGINAL RATE 0,252" =0.399 “+0399 0.299. .-0.399._, -0.299 —0.399 
2000 ALTERNATIVE TAX PROPOSAL 03399 0.399 0.399 0.399 0.399 0.399 0.399 
TAX UNDER OUR PROPOSALS 0. 168 0.091 0.000 0.000 0.000 0.000 0.000 
CHANGE IN MARGINAL RATE ~0. 731 +0,308 °=0,399..--0,399., 0,299. | -0.399 0.299 
2500 ALTERNATIVE TAX PROPOSAL 0.399 0.399 0.499 0.399 0.399 0.399 0.399 
TAX UNDER OUR PROPOSALS 0.170 0.130 0.041 0.000 0.000 0.000 0.000 
CHANGE IN MARGINAL RATE 0,229 -0.269 /=0.358. 0.399. 0.299 +0299  —O.297 
3000 ALTERNATIVE TAX PROPOSAL 0.399 0.399 0.399 0.399 0.399 0.399 0.399 
TAX UNDER OUR PROPOSALS 0.197 0.157 0.160 0.104 0.007 0.000 0.000 
CHANGE IN MARGINAL RATE =—0.202 . —0,.242 -.—0.229 0.295." .,-0.392 0.399 —0.399 
3500 ALTERNATIVE TAX PROPOSAL 0.399 Or399 0.399 0.399 0.399 0.399 0.399 
TAX UNDER OUR PROPOSALS 0.200 0.160 0.161 0.164 0.167 0.000 0.000 
CHANGE IN MARGINAL RATE ~0.499: 04239" 30,288). eres Oar, L090 | 
4000 ALTERNATIVE TAX PROPOSAL 0.399 0.399 0.399) 0.399 0.399 0.399 0.399 
TAX UNDER OUR PROPOSALS 0.218 0.178 0.180 0.180 0.180 0.166 0.000 
CHANGE IN MARGINAL RATE -0.181 © -0.221 0.219 0.21%, /-0219,, --0:233' 0.399 
5000 ALTERNATIVE TAX PROPOSAL 0.399 07329 0.399 0.399 0.399 0.399 0.399 
TAX UNDER OUR PROPOSALS 0.229 0.189 0.190 0.190 0.190 0.190 Se a! 
CHANGE IN MARGINAL RATE -0.170 -0.210 -0.209 —0.209 -0.209 -0.209 —0.209 
6500 ALTERNATIVE TAX PROPOSAL 0.399 0.399 0.399 0.399 0.399 0.399 0.399 
TAX UNDER OUR PROPOSALS 0.240 0.200 0.200 0.200 0.200 0.200 0.200 
CHANGE IN MARGINAL RATE —0: 159." ‘—0.199 0,199. 0.199, --0.199, 099 —0.199 
8000 ALTERNATIVE TAX PROPOSAL 0.399 0.399 0.399 0.399 0.399 0.399 0.399 
TAX UNDER OUR PROPOSALS 0.258 0.209 0.210 0.210 0.210 0.210 0.210 
CHANGE IN MARGINAL RATE —0,141 .—0.190 ~0.189  .—0.189  .-0.189. —0.189. —0.189 
10000 ALTERNATIVE TAX PROPOSAL 0.401 0.399 0.399 0.399 0.399 0.399 0:399 
TAX UNDER OUR PROPOSALS 0.278 0.219 0.220 0.220 0.220 0.220 0.220 
CHANGE IN MARGINAL RATE 0127 0,180 “=0,179.~ 0.499, Odie Oa) ee 
12000 ALTERNATIVE TAX PROPOSAL 0.411 0.399 0,399 0.399 0.399 0.399 0/399 
TAX UNDER OUR PROPOSALS 0.298 0.238 0.240 0.240 0.240 0.240 0.240 
CHANGE IN MARGINAL RATE 0.113 -O.161 —=0.159.” —O0¢159, 7-0 159 0.159 «= 
15000 ALTERNATIVE TAX PROPOSAL 0.412 0r399 0.399 0.399 0.399 0.399 0.399 
TAX UNDER OUR PROPOSALS 0.318 0.267 0.270 0.270 0.270 0.270 0.270 
CHANGE IN MARGINAL RATE =0.094 < =0,132 30,129. <0. 1294-028 129") ee 
20000 ALTERNATIVE TAX PROPOSAL 0.415 0.399 0.399 0.399 0.399 0.399 0.399 
TAX UNDER OUR PROPOSALS 0.347 0.306 0.310 0.310 0.310 0.310 0.310 
CHANGE IN MARGINAL RATE —0.068 -—0.093 —0.089 ~0.089 -0.089 -—0.089 —0.089 
25000 ALTERNATIVE TAX PROPOSAL 0.446 0.442 0.429 0.429 0.429 0.429 0.429 
TAX UNDER OUR PROPOSALS 0.368 0.346 0.350 0.350 0.350 0.350 0.350 
CHANGE IN MARGINAL RATE 0.078 —0.09 -~-0,079, 0.079, 0.079 -0.079 -0.079 
30000 ALTERNATIVE TAX PROPOSAL 0.448 0.444 0.445 0.429 0.429 0.429 0.429 
TAX UNDER OUR PROPOSALS 0.388 0.377 0.380 0.380 0.380 0.380 0.380 
CHANGE IN MARGINAL RATE -~0.060 -0.067 -0.065  -0.049 -0.049 -0.049 —0.049 
40000 ALTERNATIVE TAX PROPOSAL 0.451 0.447 0.448 0.448 0.448 0.447 0.429 
TAX UNDER OUR PROPOSALS 0.417 0.416 0.420 0.420 0.420 0.420 0.420 
CHANGE IN MARGINAL RATE ~0.034 —0.031  =0.028 -0.028," 0.028 — =-0.027 -0.009 
50000 ALTERNATIVE TAX PROPOSAL 0.453 0.448 0.449 0.449 0.449 0.449 0.449 
TAX UNDER OUR PROPOSALS 0.438 0.438 0.440 0.440 0.440 0.440 0.440 
CHANGE IN MARGINAL RATE 0.015 -0.010  -0.009 -0.009 -0.009 -0.009 -0.009 
70000 ALTERNATIVE TAX PROPOSAL 0.454 0.450 0.450 0.450 0.450 0.450 0.450 
TAX UNDER OUR PROPOSALS 0.460 0.460 0.460 0.460 0.460 0.460 0.460 
CHANGE IN MARGINAL RATE 0.006 0.010 0.010 0.010 0.010 0.010 0.010 
100000 ALTERNATIVE TAX PROPOSAL 0.458 0.452 0.452 0.452 0.452 0.452 0.452 
TAX UNDER OUR PROPOSALS 0.499 0.499 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.041 0.047 0.048 0.048 0.048 0.048 0.048 
200000 ALTERNATIVE TAX PROPOSAL 0.465 0.461 0.461 0.461 0.461 0.461 0.461 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.035 0.039 0.039 0.039 0.039 0.039 0.039 
350000 ALTERNATIVE TAX PROPOSAL 0.469 0.468 0.468 0.468 0.468 0.468 0.468 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.031 0.032 0.032 0.032 0.032 0.032 0.032 
600000 ALTERNATIVE TAX PROPOSAL 0.476 0.476 0.476 0.476 0.476 0.476 0.476 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.024 0.024 0.024 0.024 0.024 0.024 0.024 
1000000 ALTERNATIVE TAX PROPOSAL 0.480 0.480 . 0.480 0.480 0.480 0.480 0.480 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.590 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.020 0.020 0.020 0.020 0.020 0.020 0.020 


Note: See assumptions in Appendix M and earlier in this Appendix. 


GROSS 
CORPORATE 
SOURCE INCOME 


1500 


2000 


2500 


3000 


3500 


4000 


5000 


6500 


8000 


10000 


12000 


15000 


20000 


25000 


30000 


40000 


50000 


70000 


100000 


200000 


350000 


600000 


1000000 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 
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TABLE N, 2-1 


CHANGES IN TAX LIABILITIES UNDER OUR PROPOSALS FROM THOSE WHICH WOULD ARISE UNDER THE 
MODIFIED PROPOSALS OF THE COMMITTEE OF FOUR (INCLUDING TAXES PAID BY CORPORATIONS) 
FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE COMPANY 

NOT MAKING USE OF SECTION 105 CAPITALIZATIONS 


STATUS OF TAXPAYER 


UNAT- 


TACHED 
aa MARRIED COUPLE 
DUAL 
NUMBER OF CHILDREN 
0 1 2 3 5 8 
452. 452. 452. 452. 452. 452. 452. 
54. 0. 0. 0. 0, 0, 0. 
=> 76, —452. —452., —A52. =i =—Ae. Hoe. 
602, 602. 602. 602, 602. 602. 602. 
128. 0. 0. 0. 0. 0. 0. 
—475, —602. —602, —602. —602. —002. 602, 
F353 t32. 52% (RE > Hoo. (heey leks 
rg WE 46. 0. 0, 0. 0. 0. 
aol, -/07, alee 5). —/53. 153, ~/53. 
903. 903. 903. 903, 903. 903. 903. 
rs 3 i lll, fa 0. 0. 0. 0. 
—607. —793, —883. -903. =-903, —903. —903. 
1054, 1054, 1054, 1054, 1054, 1054, 1054, 
O95. 189. 101, ae: 4, 0. 0. 
=694. —865, F535. i= I00Z. 1050. 1054. 7984. 
1204, 1204, 1204, 1204, 1204, 1204, 1204, 
495, 269. 181. 134, 87. Gi, 0. 
= 09. oak a 10 Oe 7) ga ys —1204, 
1505, 1505. 1505. 1505, 1505, 1505, 1505, 
714 448, 361, Ehuee 269. 176. 3%. 
=A, . =LO57 PEL meer.) elaege” tage 
L957, 1957, 1957. 1957, i Bye L954, 19% 
1063, ese 651, 606. 560. 469. 332% 
“=O, = 1220) = 1308 (1951. 1307  .taee —1625. 
2409. 2409. 2409, 2409, 2409, 2409, 2409, 
1423, 1037, 352; 907. 862. Fes 637. 
—uG,, =197Z..) phate 7-150). . S1847: “1637 LTE, 
3011. 3011, Salts 3011, O11, 3011, 3011. 
1942, 1457, L372. 1328, 1284, 11s. 1063, 
mae is es DU SM cc Cam By or -1816. -1948, 
3613 3613. 3613 3613. 3613, 3613, 3613. 
2501 1896. 1812 1770, LI2%. 1641, hot ie 
-1112 -1717. -1801 —1843. -1886 =1972.. 2100; 
4516, 4516 4516. 4516. 4516 4516. 4516, 
3400. 2615 2533. 2492, 2452 2371. 2249, 
-lll6. -1901 —1983. -2024 —2064 —2145. -2267 
6063. 6022. 6022. 6022. 6022, 6022. 6022 
4999, 3964, 3884, 3846, 3808, B33. 3620 
—W056.. 2058... =-2138. ~2175;  ~2773 —2288.  -2401 
8665. 8575 8575. 8575. 8575. 8575, eM ie 
6748, 5512 5435, 5400, 5365, 5296. 5191, 
-1917, -3064 —3141 —3175. 3210 —3280.  -—3384, 
10433, 10290, 10290. 10290. 10290. 10290. 10290 
8597, 7260. 7185, 7153. 7120, 7055. 6957 
riven, 2081. 3105, 43138. 6 LT 328G 3998 
13982. 13804 13720 13720 13720 1Si2O. «=©= «13770 
124%. 11058 10986 10956 10927 10867, 10778 
-1487, -2746 —2734 —2764 —2794 —2853, -2943 
17544 17339 17250 17202 17153 ey Ce Gg 
16694. 15256 15187 15158 15130 15073. 14988, 
—850. 2083 —2064 —2043 —2023 ~20T hei noe2lbe. 
24701 24439, 24352. 24305 24259. 24166. 24027 
25692. 24254, 24187. 24160. 24133. 24080. 23999, 
o71, —185, —-165. ~145, -126. ~87, —28, 
35481. 35136 35050 35005. 34959 34868. 34731, 
40091. 38653 38588, 38564, 38540 38492. 38420. 
4609. B51 3538. 2509, 3581 3624, 3689, 
71696 70972 70889 70847 70804 70718. 70590 
90090 88652 88588 88564 88540 88492. 88420 
18394 17680 17699 17717 17736 17774, ~— 17830 
126613.) 125399, 125320) «125283. «125246. 1125170, 125057. 
165090, 163652. 163588. 163564. 163540, 163493, 163420, 
38477. = 38253, 38267. 38281. 38294. 163492, 38363. 
219113, 217675, 217606. 217576. 217546. 217487. 217397. 
290090. 288652. 288588. 288564. 288540. 288492. 288420. 
70977, = 70977, 70982, 70988. 70994. 71005, 71023, 
368653. 367215. 367148. 367122. 367095. 367041. 366960. 
490090, 488652. 488588. 488564. 488540. 488492. 488420. 
121437, 121437, 121440. 121442, 121445. 121451. 121460. 


Note: See assumptions in Appendix M and earlier in this Appendix. 


EFFECTIVE AVERAGE TAX RATES UNDER OUR PROPO 
OF THE COMMITTEE OF FOUR (INCLUDING TAXES PAID BY C 
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TABLE N, 2-2 


SALS AND UNDER THE MODIFIED PROPOSALS 
ORPORATIONS) FOR A TAX UNIT 


WITH INCOME FROM A TYPICAL PRIVATE COMPANY NOT MAKING USE OF SECTION 105 CAPITALIZATIONS 
STATUS OF TAXPAYER 


GROSS 
CORPORATE 
SOURCE INCOME 


1500 


2000 


2500 


3000 


3500 


4000 


5000 


6500 


8000 


10000 


12000 


15000 


20000 


25000 


30000 


40000 


50000 


70000 


100000 


200000 


350000 


600000 


1000000 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


ALTERNATIVE TAX PROPOSAL 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


UNAT- 
TACHED MARRIED COUPLE 
INDIVI- 
DUAL 
NUMBER OF CHILDREN 
0 1 2 3 5 
0.301 0.301 0.301 0.301 0.301 0.301 
0.036 0.000 0.000 0.000 0.000 0.000 
—0.265 —0.301 -—0.301 —-0.301  -0.301 —0.301 
0.301 0.301 0.301 0.301 0.301 0.301 
0.064 0.000 0.000 0.000 0.000 0.000 
—0.237 -0.301 —0.301 -0.301 -0.301 —0.301 
0.301 0.301 0.301 0.301 0.301 0.301 
0.085 0.018 0.000 0.000 0.000 0.000 
0.216 =-6:283 0.301  —0:30h ~ —0.30h"  -0.301 
0.301 0.301 0.301 0.301 0.301 0.301 
0.099 0.037 0.007 0.000 0.000 0.000 
—0.202 —0.264 —0.294 -0.301 —-0.301 —0.301 
0.301 0.301 0.301 0.301 0.301 0.301 
Os 0.054 0.029 0.015 0.001 0.000 
—0.188 —0.247 —0.272 -—0.286  —0.300 —0.301 
0.301 0.301 0.301 0.301 0.301 0.301 
0.124 0.067 0.045 0.033 0.022 0.000 
—0.177 —0.234 —0.256 -0.268  -0.279 —0.301 
0.301 0.301 00.301 0.301 0.301 0.301 
0.143 0.090 0.072 0.063 0.054 0.035 
—0.158 —-0.211 —0.229 -0.238  -0.247 0.266 
0.301 0.301 0.301 0.301 0.301 0.301 
0.164 0.113 0.100 0.093 0.086 0.072 
—0.138 —0.188 ~0,201) \.- =02208.," 02215.” —0.229 
0.301 0.301 0.301 0.301 0.301 0.301 
0.178 0.130 OLIYg Ops 0.108 0.097 
—0.123. -0.171 —0.182 -—0.188  —0.193 —0.205 
0.301 0.301 0.301 0.301 0.301 0.301 
0.194 0.146 0.137 0.133 0.128 0.120 
—0.107  -0.155 —0:164 “0.168 © =0.172. —-0,182 
0.301 0.301 0.301 0.301 0.301 0.301 
0.208 0.158 0.151 0.147 0.144 0187 
—0.093 —0.143 —0.150 -0.154 —-0.157 —0.164 
0.301 0.301 0.301 0.301 0.301 0.301 
OR227 0.174 0.169 0.166 0.163 0.158 
—0.074 —0.127 —0.132 -0.135  -0.138  -0.143 
0.303 0.301 0.301 0.301 0.301 0.301 
0.250 0.198 0.194 0.192 0.190 0.187 
—0.053 -—0.103 -0.107 -0.109 ~ —O.l1) -0.114 
0.347 0.343 0.343 0.343 0.343 0.343 
0.270 0.220 pay) 0.216 0.215 O22 
—0.077 —0.123 =).126 ~ 20/02 SO2S-"" =0, 13) 
0.348 0.343 0.343 0.343 0.343 0.343 
0.287 0.242 0.240 0.238 0.237 0.235 
—0.061 -—0.101 —0.103 -0.105 -0.106 -0.108 
0.350 0.345 0.343 0.343 0.343 0.343 
0.312 0.276 Crane 0.274 O2273 0.272 
—0.037 —0.069 —0.068  -0.069 -0.070 -—-0.071 
0.351 0.347 0.345 0.344 0.343 0.343 
0.334 0.305 0.304 0.303 0.303 0.301 
—0.017.  —0.042 —0.041 —-0.041 0.040 —0.042 
0.353 0.349 0.348 0.347 0.347 0.345 
0.367 0.346 0.346 0.345 0.345 0.344 
0.014 —0.003 -—0.002 -0.002 -0.002 -0.001 
0.355 Qegou 0.351 0.350 0.350 0.349 
0.401 0.387 0.386 0.386 0.385 0.385 
0.046 02025 0.035 0.036 0.036 0.036 
0.358 0.355 0.354 0.354 0.354 0.354 
0.450 0.443 0.443 0.443 0.443 0.442 
0.092 0.088 0.088 0.089 0.089 0.089 
0.362 0.358 0.358 0.358 0.358 0.358 
0.472 0.468 0.467 0.467 0.467 0.467 
0.110 0.109 0.109 0.109 0.109 0.109 
0.365 0.363 0.363 0.363 0.363 0.362 
0.483 0.481 0.481 0.481 0.481 0.481 
0.118 0.118 0.118 0.118 0.118 0.118 
0.369 0.367 0.367 0.367 0.367 0.367. 
0.490 0.489 0.489 0.489 0.489 0.488 
0.121 0.121 0.121 OEU2a 0.121 OZ! 


Note: See assumptions in Appendix M and earlier in this Appendix. 


801 


TABLE N, 2-3 


EFFECTIVE MARGINAL TAX RATES UNDER OUR PROPOSALS AND UNDER THE MODIFIED PROPOSALS OF 
THE COMMITTEE OF FOUR (INCLUDING TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME 
FROM A TYPICAL PRIVATE COMPANY NOT MAKING USE OF SECTION 105 CAPITALIZATIONS 


STATUS OF TAXPAYER 


UNAT- 
GROSS thd MARRIED COUPLE 
CORPORATE a 
SOURCE INCOME hs 
NUMBER OF CHILDREN 
0 ] 2 3 5 8 
1500 ALTERNATIVE TAX PROPOSAL 0.430 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS 0.147 0.000 0.000 0.000 0.000 0.000 0.000 
CHANGE IN MARGINAL RATE —0.283 —0.430 —0.430 =-0.430 -0.430  -0,430 —0.430 
2000 ALTERNATIVE TAX PROPOSAL 0.430 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS 0.168 0.091 0.000 0.000 0.000 0.000 0.000 
CHANGE IN MARGINAL RATE —0.262 —0.339 —0.430 -—0.430 -0.430 —0.430 —0.430 
2500 ALTERNATIVE TAX PROPOSAL 0.430 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS 0.170 0.130 0.041 0.000 0.000 0.000 0.000 
CHANGE IN MARGINAL RATE —0.260 —0.300 =O3005 B=0420F 0-430) 07480 —0.430 
3000 ALTERNATIVE TAX PROPOSAL 0.430 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS O97 OPS 7 0.160 0.104 0.007 0.000 0.000 
CHANGE IN MARGINAL RATE —0.233 —0,273 —0.270 =0.326. =0,423 <=0,430 —0.430 
3500 ALTERNATIVE TAX PROPOSAL 0.430 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS 0.200 0.160 0.161 0.164 0.167 0.000 0.000 
CHANGE IN MARGINAL RATE —0.230 —0.270 =0.269" ~=0.266' =0.263 ~0,430 —0.430 
4000 ALTERNATIVE TAX PROPOSAL 0.430 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS 0.218 0.178 0.180 0.180 0.180 0.166 0.000 
CHANGE IN MARGINAL RATE =O.212 —0.252 —0.250  =0.250 =0.250 —0.265 —0.430 
5000 ALTERNATIVE TAX PROPOSAL 0.430 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS 0.229 0.189 0.190 0.190 OL NSI0) 0.190 0.191 
CHANGE IN MARGINAL RATE —0.201 —0.241 —0.240 -—0.240 -0.240 —0.240 —0.240 
6500 ALTERNATIVE TAX PROPOSAL 0.430 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS 0.240 0.200 0.200 0.200 0.200 0.200 0.200 
CHANGE IN MARGINAL RATE —0.190  —0.230 —J.220  —0.230 =0,230 +0:230 =0,230 
8000 ALTERNATIVE TAX PROPOSAL 0.430 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS 0.258 0.209 0.210 0.210 0.210 0.210 0.210 
CHANGE IN MARGINAL RATE —0.172 —0.221 =012201 630220 .=0,220  =0:220 —0.220 
10000 ALTERNATIVE TAX PROPOSAL 0.430 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS 0.278 0.219 0.220 0.220 0.220 0.220 0.220 
CHANGE IN MARGINAL RATE —0.152  —0.211 =O5210 0.270" 0,216. =0. 210 —0.210 
12000 ALTERNATIVE TAX PROPOSAL 0.430 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS 0.298 0.238 0.240 0.240 0.240 0.240 0.240 
CHANGE IN MARGINAL RATE —0.132 —0.192 —0.190 -0.190 -0.190 -0,190 —0,190 
15000 ALTERNATIVE TAX PROPOSAL 0.438 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS 0.318 0.267 0.270 0.270 0.270 0.270 0.270 
CHANGE IN MARGINAL RATE —0.120 —0.163 =0.160" “=—0:160 =0.160 =0;160 —0.160 
20000 ALTERNATIVE TAX PROPOSAL 0.438 0.430 0.430 0.430 0.430 0.430 0.430 
TAX UNDER OUR PROPOSALS 0.347 0.306 0.310 0.310 0.310 0.310 0.310 
CHANGE IN MARGINAL RATE Soon ——-Onl24 SOA 020) SOP © Sino —0.120 
25000 ALTERNATIVE TAX PROPOSAL 0.483 0.472 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.368 0.346 0.350 0.350 0.350 0.350 0.350 
CHANGE IN MARGINAL RATE —0.115 —0.126 —Ul22 =O422_ =—O122 . =0,122 —0.122 
30000 ALTERNATIVE TAX PROPOSAL 0.484 0.472 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.388 Oe ssi 0.380 0.380 0.380 0.380 0.380 
CHANGE IN MARGINAL RATE —0.096 —0.095 —0.092 —0.092  -—0.092 —-0.092 —0.092 
* 40000 ALTERNATIVE TAX PROPOSAL 0.484 0.481 0.472 0.472 0.472 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.417 0.416 0.420 0.420 0.420 0.420 0.420 
CHANGE IN MARGINAL RATE —0.067 —0,065 —0.052 =0.052 -—0.052 —0,052 —0.052 
50000 ALTERNATIVE TAX PROPOSAL 0.486 0.483 0.483 0.483 0.483 0.472 0.472 
TAX UNDER OUR PROPOSALS 0.438 0.438 0.440 0.440 0.440 0.440 0.440 
CHANGE IN MARGINAL RATE —0.048 —0.045 —0.043 -—0.043 -0.043 —0.032 —0.032 
70000 ALTERNATIVE TAX PROPOSAL 0.487 0.485 0.485 0.485 0.485 0.485 0.485 
TAX UNDER OUR PROPOSALS 0.460 0.460 0.460 0.460 0.460 0.460 0.460 
CHANGE IN MARGINAL RATE —0.027 —0.025 —0.025  -—0.025 -—0.025  -—0,025 —0.025 
100000 = ALTERNATIVE TAX PROPOSAL 0.489 0.486 0.486 0.486 ~=—0.486~—S(0.486S—«, 486 
TAX UNDER OUR PROPOSALS 0.499 0.499 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.010 0.013 0.014 0.014 0.014 0.014 0.014 
200000 ALTERNATIVE TAX PROPOSAL 0.493 0.489 0.489 0.489 0.489 0.489 0.489 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.007 0.011 0.011 0.011 0.011 0.011 0.011 
350000 = ALTERNATIVE TAX PROPOSAL 0.497 0.494 0,494 0.494 0.494 = 0.494 0,496 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0,500 0:500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.003 0.006 0.006 0.006 0.006 0.006 0.004 
600000 ALTERNATIVE TAX PROPOSAL 0.501 0.501 0.501 0.501 0.501 0.501 0.501 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE —0.001  —0.001 —0.001 —0.001 -—0.001 —0.001 —0.001 
1000000 ALTERNATIVE TAX PROPOSAL 0.504 0.504 0.504 0.504 0.504 0.504 0.504 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE —0.004 —0.004 —0.004 -—0.004 —-0.004 -—0.004 —0.004 
Note: See assumptions in Appendix M and earlier in this Appendix. 
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ABATEMENTS, to corporations for dividends paid, Committee-of-Four proposal, 
38- hh, 


ABSORPTION COSTING, 288. 


ACCOUNTING METHODS AND PRINCIPLES, application of accounting practices in 
determining income from business or property, 216-220, 285, 581-58h; 
cash basis versus accrual method for computing comprehensive tax base, 
249-252, hho-4h5; definition of "accounting practices", 288; use in 
segregating exploration and development costs, 301; of financial 
institutions, 384; in the construction industry, 460-465; for the 
integration of corporation and personal income taxes, proposals, 


661-701. 


ACCRUAL METHOD, of accounting, see ACCOUNTING METHODS AND PRINCIPLES, 


ACTUARIAL RESERVES, defined, 404; present investment yield assumptions, 


408-409; alternatives to present tax treatment, 419-421; proposed 
tax treatment, 422-h2h; adjustment of surplus accounts at the 


effective date, 431. 
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ADJUSTED COST BASIS, see COST BASIS. 


AIMINISTRATION, of tax on life insurance companies, 427; of international 


taxation, 561-566. 
ADVISORY COMMITTEE ON OVERSEAS INVESTMENT, 511. 
AGRICULTURAL ORGANIZATIONS, see NON-PROFIT cca eacaee 
AIBERTA, oil production, 326; revenues from oil resources, 5k9. 
ALLOCATED SURPLUS ACCOUNT, 52. 
ALLOCATION OF CORPORATE INCOME, see CORPORATIONS. 
AMALGAMATIONS, corporate, see REORGANIZATIONS. 


ANNUITIES, provided under trusts, 185; investment yield assumptions for 
life insurance companies, 407; issued by life insurance companies, 


4e1-hee, 


APPEALS, JUDICIAL, under section 130A, 14, 603, 712; re tax-exempt status 
of charitable organizations, 135; re qualification as new and small 


business, 279. 


ARTIFICIAL TRANSACTIONS, share transfers, 72-75; caused by corporate losses, 


260; affecting prices, 26k. 


ASSOCIATED CORPORATIONS, use to avoid tax, effect of full-integration 
proposals, 9; present and past provisions, 280-281; comments on 
present legislation, 710-714; election to be taxed as partnership, 


718. 


ATHABASKA TAR SANDS, effect on oil reserves and need for tax concessions, 


326-327. 


AUSTRALIA, tax convention with, 567; surplus-stripping legislation, 612. 


S05 
AVERAGING, see INCOME AVERAGING and BLOCK AVERAGING, 


AVOIDANCE OF TAX, through tax havens, see TAX HAVENS; through multiple 
trusts, see MULTIPIE TRUSTS; by income-splitting, see INCOME- 
SPLITTING; by surplus-stripping, see SURPIUS-STRIPPING; effect of 
present system of taxing organizations, 4; effect of full-integration 
proposals, 9, 29, 36-37; through present failure to tax share gains, 
18; by use of low corporation tax rate, 19, 280, 710-714; possibilities 
under proposed corporation tax system, 57, 71-72, 666; by use of 
trusts, 151, 154-155, 180-181, 195-199, 202, 536, 555, 591; through 
exploration outside Canada, 348; use of section 28(1)(d), 511; through 


foreign business corporations, 558-559; international, 561-563. 


BAD DEBTS, see DOUBTFUL ACCOUNTS, 
BANK OF CANADA, 381-382. 


BANKS, assets, 381; tax treatment of, 382-02; present tax treatment of 
reserves, 385-387; evaluation of present treatment of reserves, 
387-396; proposed reserves, 3597-399; exclusion from mortgage reserve 


| provisions, 400. 
BASIC HERDS, present tax treatment, 4ho- 445. 
BELGIUM, tax convention with, 567. 
BENEFICIARIES, of trusts, see TRUSTS, 


BENEFITS, to members of non-profit organizations, 129-130; to trust 
beneficiaries, 180; unallocated, from corporations, treatment under 


integration proposals, 697-698. 


BEQUESTS, see also GIFTS; proposed withholding tax on bequests to non- 


residents, 488. 
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BLOCK AVERAGING, see also INCOME AVERAGING; in calculating tax of prospective 


beneficiary on accumulated trust income, (ke 


BOARD OF DIRECTORS, allocation of corporate income, 55; revocation of 


election to be taxed as partnership, 69. 
BOARDS OF TRADE, see NON-PROFIT ORGANIZATIONS. 


BRANCH TAX, extension to life insurance companies, 426; application to 


foreign general insurance companies, 4715 general application, 502. 
BRAZIL, proposed treaty with, 569. 
BRITISH COIUMBIA, logging tax deduction, 459. 
BRITISH NORTH AMERICA ACT, 147, 348. 


BUSINESS INCOME, foreign, see FOREIGN DIRECT INVESTMENT INCOME; losses, 
see BUSINESS LOSSES; of charitable organizations, 134; of a trust, 
167; general, 215-293; the present system in general, 216-218; 
appraisal of present system, 218; main problem areas, 218-267; 
application of accounting practices, 218-220; inclusions in the 
tax base, 220-223; timing of revenue, 224-227; deductibility of 
costs, 227-232, 283-284; timing of costs, 2342-252; transactions 
not at arm's length, 263-267; new and small businesses, 267-282; 
recommendations, 282-287; of life insurance companies, tax treat- 
ment, 412-416, 422-426, 429-430; international, present treatment 
in the United States, United Kingdom and Canada, 497, 499-502; 
of non-residents, present Canadian tax treatment, and proposals, 502, 


545-546; "carrying on business" defined, 543-545. 


BUSINESS LOSSES, present treatment, 217-218; proposed treatment, 252-263, 
285; losses of a personal expenditure nature, 255-258; separate 
businesses, 258-260; consolidated returns, 260-261; transferability 


of losses, 261-263; treatment under integration proposals, 696-697. 
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BUSINESS PROFITS WAR TAX ACT, 733. 


BUSINESS TRUSTS, see UNIT HOLDERS' TRUSTS. 


CAISSES POPULAIRES, see CREDIT UNIONS AND CAISSES POPULARES. 
CANADIAN AND BRITISH INSURANCE COMPANIES ACT, 413, 67. 
CANADIAN BAR ASSOCIATION, 37, 229, 292, 


CANADIAN INSTITUTE OF CHARTERED ACCOUNTANTS, 37, 219-220, 225, 229 


3 


241-2h2, 378, 581-584. 
CANADIAN LIFE INSURANCE OFFICERS ASSOCIATION, 416, 
CANADIAN METAL MINING ASSOCIATION, 377. 
CANADIAN NATIONAL RAIIWAYS, 125, 
CANADIAN NATIONAL TELEGRAPHS, 125, 
CANADIAN PACIFIC RAIIWAYS, 125. 
CANADIAN PACIFIC TELEGRAPHS, 125, 
CANADIAN PETROLEUM ASSOCIATION, 301, 304, 379, 733. 
CANADIAN UNIVERSITIES FOUNDATION, 128. 
CANCELLATION OF DEBT, present taxability, 223. 
CAPITAL, of trusts, 152-153. 


CAPITAL COST ALLOWANCES, effect of purchasing assets rather than shares, 15; 
accelerated or deferred, effect on Shareholders, 57; proposed re- 


valuation of underlying assets on share purchase, 65; for trusts, 152; 
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allocation to trust beneficiaries, 154; present deductibility of 
depreciation, 217, 237-249; recapture, 221; proposed rules, 237-29; 
new class for present "nothings", 243-249; use to reduce losses, 
254, 262; for separate businesses, 259; accelerated, for new and 
small businesses, 276-282; effect on business practices, 289; 
adjustments of rates, 290; depreciation not allowed as exploration 
and development cost, 295; on mining development costs, 303; for the 
mining and petroleum industries, present, 305; for the mining and 
petroleum industries, proposed, 432-343; for farmers, 440, 49-451; 
for fishing, 452; for timber limits, 454-455; for woods assets, 455-56; 
for computing foreign source income, 527; accelerated, treatment 
under integration proposals, 688-691; free depreciation policy as 
offset to removal of low corporation tax rate, 721; for the mining 


and petroleum industries, 1939 provisions, 744. 


CAPITAL EXPENDITURES, present prohibition of deduction, 217; proposed 


deduction in computing business income, 228-230. 
CAPITAL FORMATION, by corporations, effect of proposals, 9, 33-34. 
CAPITAL GAINS, see PROPERTY GAINS. 


CAPITAL MARKET, effect of present bias toward the retention of corporate 
earnings, 18; bias against the mining and petroleum industries, 
409-4310; bias against risk taking, as grounds for tax concessions, 


SE aap ol 
CASH BASIS, of accounting, see ACCOUNTING METHODS AND PRINCIPLES. 
CASH MUTUALS, see INSURANCE, 
CERTIFICATE, for charitable organizations, 135-136. 


CHAMBERS OF COMMERCE, see NON-PROFIT ORGANIZATIONS. 


809 
CHANCELLOR OF THE EXCHEQUER, 643-6), 
CHARITABLE CORPORATIONS, see CHARITABLE ORGANIZATIONS, 


CHARITABLE DONATIONS, see also CHARITABLE ORGANIZATIONS; exemption to charity, 
153; to non-resident charities, 147; qualifications required, 147; 


deduction for, by insurance companies, 413, 


CHARITABLE ORGANIZATIONS, see also MUTUAL ORGANIZATIONS; tax treatment of, 
128-136, 144; "charitable" defined, 132; contributions to non-resident 


charities, 147; exemption for charitable trusts, 191. 
CHARITABLE. TRUSTS, see CHARITABLE ORGANIZATIONS, 
CHILDREN, sale of depreciable farm property to, 449-451, 
CLUBS, PRIVATE, see NON-PROFIT ORGANIZATIONS. 
COMMITTEE-OF-FOUR PROPOSAL, 37-44, 88, 96-97, 791-795. 


COMMITTEE OF WAYS AND MEANS OF THE UNITED STATES HOUSE OF REPRESENTATIVES , 


768. 
COMPENSATION, for non-performance of contract, 221. 


COMPREHENSIVE TAX BASE, inclusion of corporate income, 4-7; inclusion of 
‘amounts distributable from trust, 161; appraisal of present rules 
for computing business income, 218; effect of adoption on business 


income, 225; inclusion of foreign income, 483, 485, 
CONCESSIONS, tax, see TAX CONCESSIONS, 
CONCIUSIONS AND RECOMMENDATIONS, see RECOMMENDATIONS. 


CONSTRUCTION, income tax treatment of income from, 460-165; recommendations, 


47k, 


CONTINGENCIES, allowance for, 227. 
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CONVERSION, of shares, proposed tax treatment, 5h. 


CO-OPERATIVES, see also MUTUAL ORGANIZATIONS; incidence of tax on income, 3; 
effect of present tax treatment, 18; general, 108-118; the co-operative 
form of organization, 108-109; applicability of an income tax, 109-111; 
history of tax treatment, 111-112; analysis of tax treatment, 112-11}; 


proposed treatment, 114-118, 142; method of financing, 145. 
CORPORATE REORGANIZATIONS, see REORGANIZATIONS. 


CORPORATION INCOME TAX, for proposals, see INTEGRATION OF TAX; see also 
BUSINESS INCOME, FINANCIAL INSTITUTIONS, LIFE INSURANCE COMPANIES, 
MINING AND PETROLEUM, MUTUAL ORGANIZATIONS, TAX-EXEMPT ENTITIES; 
general, 4-98; incidence, 3; present system, 10-19; the double 
taxation argument, 19-27; effect on allocation of resources, 2, 
95; the dual rate of tax, 35-36, 94, 703-72; other alternatives, 


4-46, 625-639; treatment in other countries, 47-9. 
CORPORATION TAX ACCOUNTS, 679-680, 682, 684-687, 690-691, 693, 696-700. 


CORPORATIONS, see CORPORATION INCOME TAX; for tax proposals, see also 
INTEGRATION OF TAX; investment companies, see INVESTMENT COMPANIES; 
personal, see PERSONAL CORPORATIONS; corporate acquisitions and 
reorganizations, see REORGANIZATIONS; surplus-stripping, see 


SURP LUS-STRIPPING, 
CORPORATIONS AND LABOUR UNIONS RETURNS ACT, 552. 


COST BASIS, of shares, effect of allocating corporate earnings to share- 
holders, 7, 50-56, 665; of shares, effect of treating corporation as 
partnership, 68; of member's interest in co-operative, revaluation, 
118; of property given to trust, 179; of property received on re- 
version of trust property, 182; of non-resident trust becoming 
resident, 198; of shares, write-down for exploration and development 


costs, 345-346; of vendor of mining property, 3543; of insurance 


811 


company shares, reduction when dividends paid from existing 
surpluses, 431; of farm land, adjustment at the effective date, 

huh; adjustments for foreign direct investments, 522; of shares 

in foreign subsidiaries, effect of distributions, 536-537; of shares 
issued as stock dividend, 663-664; of shares, effect of special 


transition tax, 727. 


CREDIT UNIONS AND CAISSES POPULAIRES, see also MUTUAL ORGANIZATIONS ; 
present tax treatment, 18; general, 118-122; form of organization 
and operation, 118-119; applicability of an income tax, 120-121; 
proposed treatment, 121-122, 142-143; form of capital investment, 


145; assets, 381. 


CREDITS, investment, see INVESTMENT CREDITS; to trust beneficiaries for 
initial tax paid, see INITIAL TAX; for foreign taxes, see FOREIGN 
TAX CREDIT; proposed, to resident shareholders, for corporation 
income tax paid, 7, 31, 50; to shareholders, for dividends, present, 
10-11; increase in dividend tax credit as alternative to integration 
proposal, 46, 721-722; for corporation income tax, distributions 
eligible for, 51-55, 662-667; for intercorporate dividends, 60; 
for corporation income tax, determination of tax rate, 67-68; 
for withholding taxes on patronage dividends » 114; for corporation 

_ income tax, denial to governments, 126; to trust beneficiary, for 
tax in respect of dividend, interest, or foreign income of trust, 
154, 159, 169; to trust, for corporation income tax, withholding 
tax, or foreign tax, 169; to non-resident trust, for Canadian 
withholding tax, and foreign taxes, 198; for mining taxes, 350; 
for dividends, as an incentive to insurance companies, 415, 426; 
for corporation income tax on life insurance companies, 425; for 


logging taxes, 459; for corporation income tax, alternative methods, 


634-637. 
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CROWN CORPORATIONS, present and proposed tax treatment, 124-126. 


CURRENT INCOME, of trust, defined, 153. 


DEDUCTIONS, of patronage dividends, 106, 112, 121; for distributions by 
non-profit organizations, 139-140; by trusts, present, 154; by 
trusts, for expenditures to provide benefits, proposed, 180; 
in computing business income, present, 216-218; in computing 
business income, proposals, 227-252, 283-284; exploration and 
development costs, 295, 300-302; for farm expenses, 45-48; 
for investments in timber resources, 453; for head office expenses 


of foreign insurance companies, 470-471. 


DEGREE OF CANADIAN OWNERSHIP, proposed effect on withholding tax rates, 


SK7. 
DENMARK, tax convention with, 567. 


DEPARTMENT OF FINANCE, request for study of surplus-stripping, 94; 


special international groups, 563-565. 
DEPARTMENT OF INSURANCE, 406-407, 419, 426-427, 471. 
DEPARTMENT OF NATIONAL HEALTH AND WELFARE, 135. 


DEPARTMENT OF NATIONAL REVENUE, attacks on surplus-stripping transactions, 
14; recognition of charities, 132-133, 135; unreasonable expenses, | 
231; provision of forms for taxpayers on cash basis, 251; figures 
for hobby farm losses, 447; taxation of construction income, 462; 
special international groups, 563-565; rulings under section 138A, 
605. 
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DEPLETION ALLOWANCES, allocation to trust beneficiaries, 154; present deducti- 
bility, 217; for the mining and petroleum industries , 295-297, 
733-741; percentage depletion as a method of compensating for the 
exhaustion of mineral or petroleum deposits, 299-200; as subsidies 
to declining communities, 321; based on gross earnings of mining and 
petroleum companies, 322-323; inefficiency of percentage depletion, 
328-331; proposed elimination, 331, 333, 335-338, 247; on timber 


limits, 454; on foreign income, 526. 


DEPRECIABLE ASSETS, deduction for expenditures on, 237-243; repeal of 
present provisions affecting non arm's length transactions, 265-266; 
used in mining or petroleum, proposed treatment, OO Dah hae Dom 


338-439, 355-358; sale to child, 449-452, 
DEPRECIATION, see CAPITAL COST ALLOWANCES, 


DESIGNATED SURPIUS, as measure to block surplus-stripping, 13; creation 
upon a corporate acquisition, 15; defect of present provisions, 19; 
removal of present provisions, 37; legislation, 601-604; effects 


of legislation, 608-609. 


DEVELOPMENT COSTS, in the mining and petroleum industries, see EXPLORATION 


AND DEVELOPMENT COSTS, 
DIRECT COSTING, 288-289. 
DISALLOWED EXPENSES, treatment under integration proposals, 697-698. 
DISCOVERY VAIUE, proposed taxation of, 298-300. 
DIVIDEND STRIPPING, see SURPIUS-STRIPPING. 


DIVIDEND TAX CREDIT, see CREDITS. 
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DIVIDENDS, from foreign direct investment, see FOREIGN DIRECT INVESIMENT 
INCOME; patronage, see PATRONAGE DIVIDENDS; stock, see STOCK 
DIVIDENDS; inclusion in annual tax base, 4; paid to non-residents, 
withholding tax on, 6, 502, 549-550; example of proposed tax on 
shareholders, 7-9; present tax treatment, 10-11; deemed, on corporate 
reorganizations, 16; flowing through investment companies, 17; 
effect of integration proposal on cash dividends, 33; Committee-of- 
Four proposal, 38; proposal to allow as deduction from corporate 
income, 44, 630-634; cash, proposed tax treatment, 51; paid in 
debentures or other obligations of company, 52; from foreign sources, 
58, 486, 489, 501, 509-512; intercorporate, proposed tax treatment, 
60; on preferred shares, proposed tax treatment, 61-62; out of 
income previously attributed to shareholders, 68; received by 
trust, 177; deduction for depletion allowances, 296; deduction 
for, by insurance companies, 413; from "designated surplus", 602, 
609; treatment in the United Kingdom, 641-646; treatment in France, 
646-651; treatment in Germany, 651-655; treatment in the United 


States, 655-657. 


DOMINION BUREAU OF STATISTICS, 302. 


DONATIONS, see CHARITABLE DONATIONS, 


DOUBLE TAXATION, dividend tax credit as relief measure, 11; as argument 
against present system of taxing corporate income, 19-27, 85-87; 
comment of Rowell-Sirois Report, 95; elimination of, for shareholders, 
under current provisions, 268; under the present system of taxing 


corporate source income, 617-624. 


DOUBTFUL ACCOUNTS, reserves for, 226; use of allowance by financial 
institutions, 387; evaluation of present provisions, for financial 


institutions, 388-396. 


DUES, union, deductibility, 10. 


815 


ELECTIONS, to be taxed as partnership, by corporation, 68-70, 91, 718-719; 
by trust beneficiary, to be taxed on trust income, 157, 159, 168, 
173-174, 188, 193-195, 197-198; by prospective trust beneficiaries, 
to have trust income taxed at beneficiaries' rate, LST, 160, 170-174, 
193, 198, 200-201; by trust beneficiaries, to receive interest from 
government, 160, 173-174; by non-resident trust beneficiaries, re 
withholding taxes, 162, 554; by business trust, to be treated as 
partnership, 194; by non-resident trust with resident beneficiaries, 
197; with respect to foreign direct investment income, 487, 528; 
by portfolio investors in foreign securities, 487, 534-537; by 
non-residents, to be taxed as resident, 488, 555-557; for non- 
residents with respect to realty rentals, 502; by resident becoming 


non-resident, 556-557; under section 105, 726. 
ELECTRONIC EQUIPMENT, use in processing tax information, 565-566. 


EMPIOYMENT, effect of tax concessions to mining and petroleum industries, 


512. 


EMPLOYMENT INCOME, proposed tax on non-residents, 488, 503, 551-55h; 
international, present treatment in the United States, United 
Kingdom and Canada, 497-500; foreign, present Canadian treatment, 


502; foreign, proposed treatment, 509, 
END-USE TAX, on electricity or gas, 127. 
ENGLAND, see UNITED KINGDOM, 
ENTERTAINMENT EXPENSE, of business, proposed rules, 241. 


EQUITIES, effect of integration proposal on demand for Canadian equities, 


0-32. 
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EQUITY, of tax on corporate income, 3-4; considerations in taxing foreign 
source income, 503-505; considerations in taxation of non-residents, 


537-541; of the dual rate of corporation income tax, 708-710. 
ESTATE PLANNING, use of personal corporations, 1/7. 


ESTATE TAX, on gifts to trusts, 150; on property held in trust at effective 
date, 158, 165; on reversionary interests in trust funds, 160; as 


basis for not taxing insurance proceeds as income, 416-417. 
ESTATE TAX ACT, renunciations and releases, 187. 


ESTATES, payments from, to non-residents, 554-555; taxation in the 


United Kingdom and United States, 585-590. 


EXCHEQUER COURT, the Anaconda case, 236; taxation of contract income, 
463; determination of tax avoidance, 601; appeals under section 130A, 


60%; section 138A(2), 712. 
EXEMPT INCOME, expenditures to produce, 217, 230. 


EXEMPTIONS, for tax-exempt entities, see TAX-EXEMPT ENTITIES; for corporate 
distributions, as alternative to integration proposal, 45; for co- 
operatives, 111-112, 117; for provincial payments to utility companies, 
128; for charities and non-profit organizations, 128-141; for certain 
trusts, 191; trust beneficiaries, 191-192; for new mines, 295, 297; 
305, 328-431, 333, 335-338, 733-741; for prospectors and grubstakers, 
347, 351-353; lifetime, for gains on sale of residential and farm 
property, 450-451; for mutual insurers, 468-469; from branch tax, 
for foreign insurance companies, 471; for foreign dividends, 486, 

489, 510-512; for tax-exempt foreign investors, 550; for foreign 


business corporations, 558. 


EXPLORATION AND DEVELOPMENT COSTS, present tax treatment, 295, 304-305; 


general discussion, 300-302; in mining, 302; in petroleun, 403-304; 
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the accounting neutrality argument for immediate write-off, 307-208; 
funds raised for, immediate write-down of shares, 310; efficiency of 
rapid write-off as a tax concession, 530; proposed treatment, 432-333, 
3355 338-339, 346-348, 355-356; deduction for shareholders, 345-36; 


exploration outside Canada, 348; discussion of treatment , 733-741. 


EXPORT TRADE CORPORATIONS, 500. 


EXPORTS, effect of tax concessions for the mining and petroleum industries, 


313-314, 


EXTRACTIVE INDUSTRIES, see MINING AND PETROLEUM, 


FACTORY MUTUALS, see INSURANCE, 


FAMILIES, proposed tax rates, 7; treatment of family unit as prospective 


trust beneficiary, 172. 
FAMILY UNIT, see FAMILIES, 
FARM PROPERTY, adjustment of cost basis at effective date, 4h, 


FARMERS , use of cash method, 249-252, hho-ki5; effect of proposed loss 

rules, 257; number of, income reported, and income tax paid, 
439; tax treatment of, 439-451; special problems in valuing 
livestock, 442-h4; transitional features, 44h-445; personal 
aspects of farming, 445-448; specific expenditures, 445-446; 
"hobby" farming, 446-448; income averaging, 448-449; capital 
cost allowance, 449; sale of depreciable property to child, 
4hO-451; revenue effects of proposals, 451; sale of farm land, 


451; recommendations, 472-173. 


FARMERS' AND FISHERMEN'S GUIDE, 445, 
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FEDERAL-PROVINCIAL RELATIONS, implications of integration proposal, 71. 


FEES, membership, deductibility, 140; membership, taxability to organization, 


141; estate, trust and agency, 384; to non-residents, 552-55h. 
FINANCE ACT, 500; 641-642. 


FINANCE AND CONSUMER LOAN COMPANIES, see also FINANCIAL INSTITUTIONS; 


assets, 381; tax treatment of, 482-402. 


FINANCIAL INSTITUTIONS, see also BANKS, CREDIT UNIONS AND CAISSES POPULAIRES ; 
FIRE AND CASUALTY INSURANCE COMPANIES, LIFE INSURANCE COMPANIES, 
PENSION PLANS; investments in new and small businesses, 273; general, 
381-438; defined, 381; table of assets, 381; banks, trust companies, 
mortgage loan companies, and finance and consumer loan companies, 
382-402; main tax considerations, 383-385; present tax treatment of 
reserves, 385-387; evaluation of present tax treatment of reserves, 
387-396; allowances for doubtful accounts, 388-396; deduction of bad 
debts, 396; appraisal of tax treatment, 396-402; proposals re banks, 
397-399; proposals re mortgages, 400-401; proposals re other financial 
institutions and other accounts, 401-402; life insurance companies, 


402-431; recommendations, 431-432. 


FINANCIAL STATEMENTS, use in computing foreign source income, 527; of 


corporation, under integration proposals, 678-680. 
FINANCING, costs, new capital cost allowance class for, 2h7. 
FINLAND, tax convention with, 567. 

FIRE AND CASUALTY INSURANCE COMPANIES, assets in Canada, 381. 
FISHERMEN, tax treatment of, 452; recommendations, 472-473. 


FIXED ASSETS, see DEPRECIABLE ASSETS, 
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FOREIGN BUSINESS CORPORATIONS , 900-501, 557-559. 


FOREIGN DIRECT INVESTMENT, see also FOREIGN DIRECT INVESTMENT INCOME; defined, 
486; proposed taxation of dividends from, 486-487; required reporting, 
487; present treatment in the United States, United Kingdom and Canada, 


500. 


FOREIGN DIRECT INVESTMENT INCOME, proposals, 58-59, 486-491, 515-53); 
present tax treatment, 501, 509-512; "full gross-up and credit" as 
an alternative to present treatment, 512-515; defined, 515-516; 
procedures proposed, 516-522; rate of foreign tax credit for foreign 
direct investment income credit, 522-526; computation of foreign 
source income for Canadian tax purposes, 526-528; problems arising 
from lack of control by foreign direct investors, 528-529; taxes 
"in lieu" of income tax, 529; integration of foreign taxes with 
Canadian individual income tax, 530-541; effect of proposals, 


931-535; business income, 533-534; of a resident trust, 555. 
FOREIGN EXCHANGE, taxability of profits, 221, 


FOREIGN INCOME, from property, see PROPERTY INCOME; from employment, see 
EMPLOYMENT INCOME; from direct investments, including business 
income, see FOREIGN DIRECT INVESTMENT INCOME; dividends, see 

_ DIVIDENDS; tax treatment of as a major issue, 482-485; principal 
proposals, 486-491; present Canadian treatment, 500-503; taxation 
of, general, 503-537; equity considerations, 503-505; economic 
considerations, 505-508; computation of, 526-528; portfolio 


investment income, 534-537. 
FOREIGN INCOME ACCOUNTS, 679-680. 


FOREIGN INVESTMENT, direct, by Canadians, see FOREIGN DIRECT INVESTMENT 
INCOME; in the resource industries, 307, 314-317, 322-324; the 
effect of raising Canadian taxes on non-residents, 507-508, 5238-541, 


546-551. 
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FOREIGN INVESTORS TAX ACT OF 1966, 768-769. 
FOREIGN PERSONAL HOLDING COMPANIES, 747-748. 
FOREIGN SOURCE INCOME, see FOREIGN INCOME, 
FOREIGN TAX ACCOUNTS, 679-680. 


FOREIGN TAX CREDIT, with respect to foreign direct investment income, see 
FOREIGN DIRECT INVESTMENT INCOME; to trust or trust beneficiary, 
154, 177-178, 198-199; for insurance companies, 413, 42h; as major 
issue in international taxation, 482-485; for property income 
and employment income, 508-509; for foreign portfolio investment 


income, 534-537; to non-residents filing Canadian tax returns, 556. 


FOREIGN TAXATION, see also specific country headings; of corporate profits, 


641-659. 


FORESTRY, measurement of income, 452; tax treatment of, 452-460; public 
and private ownership, 45%; deduction of cost, 453-457; timber 
limits or rights, 454-455; woods assets, 455-456; carrying charges, 
456-457; reforestation, 457; proceeds from disposal of timber limits 
or rights, 458-459; concessions to the industry, 459; provincial 
logging taxes, 459; revenue effects of proposals, 60; 


recommendations, 473. 
FORGIVENESS OF DEBT, see CANCELLATION OF DEBT, 


FRANCE, treatment of corporate source income, 47-49; treatment of losses, 
291; tax convention with, 567; surplus-stripping legislation, 610; 


taxation of corporate profits, 646-651. 
FRATERNAL BENEFIT SOCIETIES, tax exemption, 413. 
FRATERNAL ORDERS, see NON-PROFIT ORGANIZATIONS. 


FULL COSTING, 30h. 
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GENERAL BUSINESS INCOME, see BUSINESS INCOME, 


GERMANY, treatment of corporate source income, 47; treatment of losses, 
291; tax convention with, 567; surplus-stripping legislation, 610, 


612; taxation of corporate profits, 651-655. 


GIFT TAX, on gifts to trusts, 150; on property held in trust at effective 


date, 158, 165. 


GIFTS, in trust, see TRUSTS; received by business, 223; by owner of 
business, 241; of farm property to child, 451; to non-residents, 


proposed tax treatment, 488, 554-555, 
GOODWILL, present problems, 223; proposed deductibility, 2hk-2h9, 
GOODWILL GAINS, 30, 40, ho, 97, T13-T9T. 
GOVERNMENT REGULATION, for financial institutions, 383. 
GOVERNMENTAL ORGANIZATIONS, present and proposed tax treatment, 124-128, 143, 
GROSS REVENUE TAX, for tax-exempt organizations, 139, 


GROSS-UP, of foreign direct investment income, see FOREIGN DIRECT INVESTMENT 
INCOME; of amounts distributed by trusts, for initial tax, see INITIAL 
TAX; of corporate income paid or allocated to Shareholders, 7; dis- 
tributions eligible for, 51-55, 662-666; for intercorporate dividends, 
60; of dividends received by trust, 177; of foreign portfolio invest- 
ment income, 534-537; of dividends, under possible alternative methods 


of taxing corporate source income, 634-637; grossing-up ratio,-70l. 
GRUBSTAKERS, proposed treatment, 347, 351-353. 


GUARANTEES, allowance for, 225. 
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HEAD OFFICE EXPENSES, of foreign insurance companies, 470-471. 


HOBBY BUSINESSES, proposed treatment of losses, 255-258; hobby farm losses, 


LHO, 446-448, 
HOME OIL COMPANY, 737, 741. 


HOUSING CORPORATIONS, see NON-PROFIT ORGANIZATIONS. 


IMPERIAL OIL CO, LTD., 737, 741. 


IMPUTED INCOME, as solution to problem of taxing mutual organizations, 105, 
107-108, 118; for credit unions and caisses populaires, 122; for non- 


profit organizations, 139. 
INCENTIVE INCOME ACCOUNTS, 679, 694. 
INCENTIVES, tax, see TAX CONCESSIONS, 


INCOME, see also COMPREHENSIVE TAX BASE, BUSINESS INCOME, INVESTMENT 
INCOME, PROPERTY INCOME; of trusts, compared with income for tax 
purposes, 152-153; from mineral and petroleum extraction, 
determination of, 298-304; use of accounting principles or 


practices in determining, 581-584. 


INCOME ADJUSTMENT ACCOUNT, assumed deposit by prospective trust 


beneficiary, l7fl. 
INCOME AVERAGING, farmers and fishermen, 440, 448-9, 452, 


INCOME SPLITTING, use of personal corporations, 17; use of trusts, 
188-189. 
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INCOME TAX ACT, removal of designated surplus provisions and sections 105, 
105A, 105B, 105C, and 138A, 37; section 75, 104; exemption for 
governmental organizations, 12h; recognition of charities, 132; 
section 84, 146; taxation of trusts, 154; income from reversionary 
interests, 180-181; attribution of income, 188-189; treatment of 
multiple trusts, 190; section 63(4b) , 199; charging section, 216; 
1965 amendments, 229; identification of separate businesses, 259; 
provisions relating to mining and petroleum, 295-296; prospector 
and grubstaker exemption, 351; cash basis for interest income, 

384; mortgage reserves, 386; mitualization of insurance companies, 
413; farming provisions, 440; sale of depreciable property to child, 
kg; policy reserves, 466; exemption for mutual insurance companies, 
468-469; branch tax, 471; exemption for foreign dividends, 501, 
510-512; definition of residence, 541; definition of "carrying on 
business", 543-544; special tax under section 110B, 546; 1966 
amendment to exemption for non-resident investors, 550; foreign 
business corporation, 558; non-resident-owned investment corporation, 
559; antelninecend of income, 581; avoidance of associated-corporation 
provisions through business trusts, 591; introduction of Act and 
surplus-stripping provisions, 601; present dividend tax credit 


provisions, 636-637; associated corporations, 7il. 


INCOME TAX REGULATIONS, depletion allowances, 296; depreciation for farmers, 
4hO; inventory valuation of cattle, 4h; timber limits, 454; policy 
reserves, 66; reduction in withholding tax for foreign insurance 
companies, 471; for computing foreign source income, 527; depletion 


allowances, 734, 
INCOME WAR TAX ACT, 111, 132, 237, 468, 511, 601, 733. 
INCORPORATION COSTS, new capital cost allowance class for, 2k7., 


INDEMNITIES, see GUARANTEES, 
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INDIA, proposed treaty with, 569. 


INDIRECT TAXES, use in new countries, 513. 


INDIVIDUALS, proposed tax rates, 7. 


INDUSTRIAL DEVELOPMENT BANK, 381-382. 


INFANTS, as prospective trust beneficiaries, 172. 


INHERITANCES, see GIFTS. 


INITIAL TAX, on income of trusts, 155-211; rate, 157, 159, 167-170, 
199-202; election by beneficiary to avoid, 157, 159, 168, 173-174, 
188, 193-195, 197-198; election by prospective beneficiary to use 
beneficiary's tax rate, 157, 160, 170-174, 193, 198, 200-202; not 
applicable to gifts where beneficiary is member of donor's family 
unit, 157, 160, 167, 174-175, 182; application of tax, 157-162, 

165, 167, 169, 188, 190, 192-195, 198-202; gross-up and credit 

for, 158-159, 161-162, 166, 168, 175-177, 182-183, 185, 188, 194; 
calculation where separate funds exist or specific property is held, 
158-159; interest on, 160-161, 173-174; treatment as withholding 
tax, 161, 168, 176; on income applicable to non-resident beneficiaries, 
162, 199-202; determination of amount paid on distributions from 
trusts, 165-167, 176-177; calculation where there are two or more 
prospective beneficiaries, 171; calculation where prospective 
beneficiary is infant or unborn, 172; payment in instalments, 172; 
tax credits against, 177-178, 198-200; where beneficiary is exempt 
organization, 191-192; on payments to non-residents from trusts and 


estates, 554-555. 


INSPECTOR GENERAL OF BANKS, 4385. 


INSTAIMENT SALES, 221, 225. 
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INSURANCE, life, see LIFE INSURANCE; premiums, see PREMIUMS; fire, 
taxability of proceeds, 221; accident and sickness, tax treatment 
of insurance companies, 421-420 , LOT; general, income tax treatment 
of companies, 465-472; general, policy reserves, 466-467; mutual 
general insurance companies, 467-470; foreign companies, 470-72; 


general, recommendations, 47. 
INTANGIBLES, costs of, proposed deductibility, 248-2h9, 


INTEGRATION OF TAX, need for integration of tax on organizations with that 
on individuals and families, 3-4, 82-83; personal and corporation 
income taxes, basic proposals, 6-9, 83-84; illustration of the full- 
integration system, 8; specific advantages of full-integration 
system, 8-9, 84-85; effect on consumers, suppliers and shareholders, 
25-27, 86; and capital Gains, 27-28, 88; effect on costs and prices, 
29-30, 86; effect of proposal on the demand for Canadian equities, 
2-352; credit for corporation income tax, to intermediaries, 31; 
effect on the supply of Canadian equities, 32-34; effect on the 
rate of investment, 3h; financing of, 44-435; effect on the dual 
rate of corporation tax, 35-36; effect on tax avoidance, 36-37; 
effect on equity and neutrality between organizations, 37; 
comparison with Committee-of-Four proposal, 37-4, 88; alternative 
proposals, 44-46, 88-89; further aspects of the proposal, 49-70, 
89-91; various forms of distribution, 52-55, 662-667; some problems 
in the proposal, 70-81, 91-92; effect on new and small businesses, 
274; restriction to domestic shareholders, 483; foreign corporation 
taxes, 514-515, 230-531; accounting and reporting procedures, 
661-701; basic elements of the proposal, 661-676; sale of shares 
before distribution or allocation, 667-672; sale of shares after 
allocation but before distribution, 672-676; a method of accounting 


and reporting, 676-684; accounting by the corporation, 678-680; 


order of distribution, 680-682; reporting to the shareholders, 682-684 
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illustration of ordinary business income taxed at regular corporate 
rate, 684-687; illustration of effect of accelerated capital cost 
allowances, 688-691; illustration of treatment of transitional surplus 
and other differences between financial and tax surplus, 691; 
illustration of effect of tax incentives other than accelerated capital 
cost allowances, 692-695; treatment of investment tax debits, 695; 
treatment of business losses, 696-697; treatment of disallowed 


expenses, 697-698; effect of changes in corporation tax rate, 698-700. 


INTEREST, paid on money borrowed for corporate acquisition, 15, 65-66; 
flowing through investment companies, 17; on income bonds, proposed 
tax treatment, 62; paid and charged by credit unions and caisses _ 
populaires, 119, 121-122; payable by government re taxes levied 
on gifts or bequests to trusts, 160-161; on tax paid in instalments, 
172; expense, proposed deductibility, 230; income of consumer loan 
companies, method of accounting, 384; taxation of income from funds 
on deposit with insurance companies, 427; paid non-residents, 
withholding tax, 488, 502, 547, 549-551; from subsidiary to parent, 


deemed dividend, 549. 
INTERMEDIARIES, full credit for corporation tax paid, 31. 
INTERNAL REVENUE CODE, 589-590, 655, 743-771. 
INTERNAL REVENUE SERVICE, restriction of information to , 569. 
INTERNATIONAL ECONOMIC RELATIONS, effect of proposals on capital movements, 8h, 
INTERNATIONAL INCOME, see FOREIGN INCOME, 


INTERNATIONAL TAXATION, general, 481-491; major issues, 482-485; principal 
proposals, 486-491; neutrality as an international concept, 491-496; 
present treatment of international income in the United States, the 
United Kingdom and Canada, 496-503; taxation in Canada as the country 
of destination, 504-537; taxation in Canada as the country of source, 
537-560; administration, 561-566; the tax treaties, 566-570; 


recommendations, 570-577. 
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INVENTORIES, valuation at effective date, for trusts, 165; proceeds 
brought into income, 221; proposed valuation rules, 233-2373; cost 
of, proposed deductibility, 248; agreement between vendor and 
purchaser, 266; methods of valuation, 288-289; of farmers, effect 
of cash basis of accounting, 441; of cattle breeders, method of 


va.uation, 4h, 


INVESTMENT, foreign direct, see FOREIGN DIRECT INVESTMENT, 
effect of corporation tax rate changes, 24; effect of integration 
of personal and corporation income taxes, 34; in the mining and 
petroleum industries, 406-407; foreign, by Canadians, effect of 
tax concessions to extractive industries, 317-320; life insurance 


company policy, 405, 


INVESTMENT COMPANIES, present tax treatment, 17; removal of present 


provisions, 61. 
INVESTMENT CREDITS, treatment under integration proposals, 692-695. 


INVESTMENT INCOME, see also PROPERTY INCOME; foreign direct, see 
FOREIGN DIRECT INVESTMENT INCOME; foreign portfolio, see FOREIGN 
INCOME; of insurance companies, 408-409, 412, Wih-415, 426; 


of foreign insurance companies, 470-471; franked, 641, 645-646. 


INVESIMENT RESERVE, as offset to removal of low corporation tax rate, 


720-721. 
INVESTMENT TAX ON BUSINESS, treatment under integration proposals, 695. 
INVESTMENT TRUSTS, see TRUSTS, 


IRELAND, tax convention with, 567. 


ITALY, proposed treaty with, 569. 


IVES COMMISSION, 12. 


J 


JAPAN, tax convention with, 567. 
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LABOUR ORGANIZATIONS, see NON-PROFIT ORGANIZATIONS. 


LAND, costs, proposed deductibility from business income, 48, 


fo) 


LEASE-OPTIONS, 242-245, 290. 


LEGAL EXPENSES, new capital cost allowance class for, 247. 


LEGISLATION, to prevent surplus-stripping, Canadian, 600-610; to prevent 


LIFE 


LIFE 


surplus-stripping, foreign, 610-612, 


INSURANCE, see also LIFE INSURANCE COMPANIES; participating and non- 


participating, 405; as a business, 4407. 


INSURANCE COMPANIES, see also LIFE INSURANCE; policy reserves, see 
ACTUARIAL RESERVES; as intermediaries, credit for corporation income © 
taxes, 31; assets, 351, 402; tax treatment of, 402-451; characteristics 
of these companies, 402-407; saving aspects, 403; role of the insurer, 
403-405; investment policy, 405; participating and non-participating 
insurance, 405; mutualization, 405-407, 413, 415; stock and mutual 

life insurance companies, 405-06; international aspects, 407; public 
interest, 407; investment yields, 407-409, 425; main tax considera- 
tions, 407-412; mutual aspect, 409-411; investment conduit aspect, 411; 
effect of tax treatment on industry practice, 412; present tax treat- 
ment, 412-417; present tax exemption for mutual companies and fraternal 
benefit societies, 415; premium tax, 14; present tax revenue, 4114; 
foreign methods of taxation, 417-418; alternatives to present tax 
treatment, 419-421; annuities, and accident and sickness insurance, 
4O1-102; proposed tax treatment, 422-428; proposed treatment of busi- 
ness income, 422-06; proposed treatment of policy dividends, 426; 
proposed treatment of investment income, 426; proposed treatment of 


branches of non-resident companies, 426; administration of tax, 427; 
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proposed treatment of accident and Sickness insurance income, 427; 
proposed treatment of interest on funds left on deposits, ©7: effect 
of proposals on tax revenue, 27-28: transitional provisions, 09-31; 
surpluses accumulated tax free in the past, 130-431; recommendations, 


450-453; effect of transition taxeuiod . 
LIQUIDATION, of corporation, proposed tax treatment of distribution, 54. 
LIVESTOCK, see FARMING. 
LOAN FUND, for exploration in the North, oe). 
LOANS, to shareholders, proposed tax treatment, 54. 
LOGGING TAXES, brovinciaw, 1f50¢ 


LOSS CARRY-OVERS, of corporations, proposed rules, 60; losses originating 
from the provision of consumer goods and services to mutual organiza- 
tion members, 106, 117-118; for credit unions and caisses populaires, 
122; for non-profit organizations, 1513 for trusts, 178-179; business 
Losses, 250-263, 291; for farms, 446-hh8; under integration proposals, 


696-697. 


LOSSES, see also BUSINESS LOSSES, LOSS CARRY-OVERS; application against 

_intercorporate dividends, 60; corporate, allocation to Shareholders, 
68-70; of mutual organizations, from the provision of consumer goods 
and services to members, 106-107, 117-118; of credit unions and caisses 
populaires, 122; of non-profit organizations, 150-131; of trusts, 178-179; 
effect of present tax treatment on the mining and petroleum industries, 
509; in the mining and petroleum industries, proposals, 336, 358-359; 
on loans of financial institutions, problems in determining, 384; from 


hobby farms, 440, 446-18, 


MARINE INSURANCE, see also INSURANCE, 472. 


MASSACHUSETTS ‘TRUSTS, see UNIT HOLDERS' TRUSTS. 


MEXICO, proposed treaty with, 569. 


MINING AND PETROLEUM, for exploration and development costs, see EXPLORATION 
AND DEVELOPMENT COSTS, general, 295-380; the determination of income 
from mineral and petroleum extraction, 298-304; discovery value, 298-300; 
depreciable assets used in mining, 303; property costs, 304, 332-333, 
335, 339-343, 346-347, 353-358; present tax treatment, 304-505; arguments 
for special tax provisions, 306-324,369-372; special tax provisions to 
provide accounting neutrality, 307-308; special tax provisions to off- 
set the tax system bias against risk taking, 308-509; special tax pro- 
visions to offset the capital market bias against risk taking, 409-510; 
special tax provisions to offset corporation tax discrimination against 
mineral and petroleum extraction, 310-311; special tax provisions to 
produce social and economic benefits, 311-324; a summary of our views, 
325-327; efficiency of the present major tax concessions, 327-331, 
372-376; the proposed tax treatment, 331-367; three-year exemption and 
the depletion allowance, proposals, 336-338; property gains, proposals, 
343-344; prospector and grubstaker exemption, 347; shareholder deple- 
tion, 347; special aspects of the proposed tax treatment, 347-3553 
exploration outside Canada, 348; payments to the provinces, 348-350; 
purchase and sale of mineral and petroleum rights and properties, 350-354; 
application of mining and petroleum provisions to particular types of 
taxpayers, 354-355; proposed tax treatment compared with proposals for 
other industries, 355-359; effect of the proposed tax treatment 359-367; 
recommendations, 368-376; effect of transition tax, 731; tax concessions 


to, 733-741. 
MINING SURVEY, 377. 
MINING TAXES, provincial, 349-350. 


MINISTER OF FINANCE, authority to pay provinces percentage of income tax on 


utility corporations, 127-128; introduction of dual corporation tax 
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rate, 207; determination of requirements for contingency reserves, 
585-386; statement re dual rate of corporation tax, 703; statements 


re exploration and development cost incentives, 735. 


MINISTER OF NATIONAL REVENUE, use of section 158A, 14, 599, 603-606; 


establishment of depletion allowances, 733-73. 


MINISTERIAL DISCRETION, under multiple trust provisions, 190-191; for 
depreciable assets under Income War Tax Act, 237; re associated corpo- 
rations, 280-281, 711-714; re “chief source of income" test, 447; 
effect of 1948 legislation, 601; in connection with surplus-stripping, 


603-606; re depletion allowances, 733-735. 


MINORS, trust income used for benefit of, proposed treatment, 169; attri- 


bution of income, 188-189. 
M.N.R. v. JOHN COLFORD CONTRACTING CO, LTD., 463. 
MORTALITY GAINS AND LOSSES, of insurance companies, 408-09, 


MORTGAGE LOAN COMPANIES, see also FINANCIAL INSTITUTIONS ; assets, 381; 


tax treatment of, 382-402; mortgage reserves, 386, 400-401. 
MORTGAGES, reserves against, 386, 00-401. 
MULTIPLE TRUSTS, use to avoid tax, 190-191. 
MUNICIPALITIES, income tax exemption for, 12h. 
MUTUAL FUNDS, assets, 381. 
MUTUAL INSURANCE COMPANIES, see also INSURANCE; 18, 122-123, 143, 467-470. 


MUTUAL ORGANIZATIONS , see also CHARITABLE ORGANIZATIONS , CREDIT UNIONS AND 
CAISSES POPULAIRES , CO-OPERATIVES , MUTUAL INSURANCE COMPANIES, NON- 
PROFIT ORGANIZATIONS ; proposed treatment, 9; present treatment, 18; 


general, 99-147; defined, 99; the nature of the problem, 99-108; 
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producer co-operatives performing a marketing function, 100-101; 
producer co-operatives performing a supply function, 101; consumer co- 
operatives, 101-102; other forms, 102; assessment of present tax treat- 
ment, 102-105; proposals, 105-108, 142-144; election to be taxed as 


corporation, 106. 


NATURAL GAS, see MINING AND PETROLEUM. 


NETHERLANDS, treatment of losses, 291; tax convention with, 567; surplus- 


stripping legislation, 610. 


NEW AND SMALL BUSINESSES, effect of proposed limitation on business loss 
deductions, 257; proposed treatment, 267-282, 286-287; dual corporate rate, 
267-276; rapid write-off of capital cost, 276-282; mining and petroleum, 


334; treatment of mining and petroleum property costs, 341. 
NEW YORK STOCK EXCHANGE, study of return on investments, 40. 
NEW ZEALAND, tax convention with, 567. 


NON ARM'S LENGTH TRANSACTIONS, inadequacy of present rules relating to 
business transactions, 218; proposed treatment of, in computing business 
income, 263-267, 285-286; sale of depreciable property to child, 449-452; 


international, 561-563, 565. 


NON-PROFIT ORGANIZATIONS, charitable, see CHARITABLE ORGANIZATIONS; tax 


treatment, general, 128-141, 144. 
NON-RESIDENT-OWNED INVESTMENT CORPORATIONS, 503, 559-560. 


NON-RESIDENTS, special tax on branch profits, see BRANCH TAX; results of not 
taxing on corporate income, 5-6; proposed tax rate on corporate income, 6; 


effect of proposals, 9, 29, 31-32, 55, 62-63, 32h, 365; present tax on 
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dividends, 10; transactions with, problems under proposed corporation 
tax system, 72-73; periodic allocation of taxed corporate income, 73; 
transitional problems, 75-76; trust beneficiaries, 162-164, 199-202; 
residence of trusts created by, 196; advantages in Canadian mining and 
petroleum industries, 322-30}; property gains on mining or petroleum 
properties, 344; life insurance aspects, 407; insurance companies, 
Proposed tax treatment, 426, 470-472; tax treatment of, as a major 
issue, 482-485; taxation of Canadian income, principal proposals, 
486-491; present Canadian tax treatment, 502-503; exemption from special 
withholding tax on foreign direct investment income of Canadian corpo- 
rations, 530-531; equity and neutrality considerations, 537-541; 
Canadian source income, proposed tax treatment, 537-560; taxation On. 
general, 537-560; the concept of residence, 541-543; carrying on 
business in Canada, 54 3=55 ; taxation of business income, 545-56; 
taxation of property income, 546-551; taxation of personal service 
income, 551-554; taxation of gifts to and payments from trusts and 
estates, 554-555; optional filing of a Canadian tax return, 555-557; 
treatment of foreign business corporations, and non-resident-owned 
investment corporations, 557-560; shareholders, reporting by corpo- 


rations, 683-684, 686-687; application of transition tax, 727, 730. 
NON-TAXABLE SURPLUS ACCOUNTS, 680, 686-687. 
NORWAY, tax convention with, 567. 


"NOTHINGS", goodwill, see GOODWILL; proposals, 229-230, 2h3-2h9, ho, 455, 


OBSOLESCENCE, present deductibility, 217. 
OIL COMPANIES, integrated, 322-323, 361. 


OIL INDUSTRY, see MINING AND PETROLEUM. 
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OIL RIGHTS, deduction of cost, present, 304; payments for, 349; tax treat- 


ment, 353-354. 
OLD AGE SECURITY ACT, 705. 


ONTARIO, tax on Canadian government corporations, 126; logging tax deduction, 


455. 
ORCHARDS, proposed deduction of capital cost, 449. 


OVERSEAS TRADE CORPORATIONS, 500. 


PARTNERSHIPS, treatment of corporations as, as alternative to integration 
proposal, 44-45; election by corporation to be taxed as, 68-70, 91, 


718-719. 


PATRONAGE DIVIDENDS, present tax treatment, 13; 102-105; included in incomes 
of members of co-operatives, 101; proposed tax treatment, 105-106, 116; 
deduction by co-operatives, 111-115; of credit unions and caisses 


populaires, 119-122; present withholding tax, 505. 


PAYMENT OF TAX, by trust, on gifts of other than cash or marketable 
securities, 172; deferred, as offset to removal of low corporation 


tax rate, 719-720. 
PEMSEL v. SPECIAL COMMISSIONERS FOR INCOME TAX, 152. 


PENALTIES, proposed, for non-compliance with dividend-reporting regulations, 


(1-72 ) 


PENSION PLANS, as intermediaries, credit for corporation tax, 41; tax 


exemption for, 191; fund assets, 381. 


PENSIONS, to non-residents, proposed withholding tax, 488. 
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PERMANENT ESTABLISHMENT, real property of non-residents deemed to be, 34h; 


as requirement in most tax treaties, 544, 567-568. 


PERSONAL CONSUMPTION EXPENDITURES, present deductibility, 217; deductibility 


not recommended, 227-228, 250-231; business losses as, 255-258; of 


farmers, 445-48, 


PERSONAL CORPORATIONS, present tax treatment, 16-17; removal of present 


provisions, 61. 
PERSONAL EXPENSES, see PERSONAL CONSUMPTION EXPENDITURES, 
PERSONAL INCOME TAX, see INTEGRATION OF TAX, 
PETROLEUM, see MINING AND PETROLEUM. 


POLICY DIVIDENDS, deduction for by mutual insurance companies, and with- 
holding tax, 122-123; components of, hO9-L11; tax treatment, 411; 
transitional provisions and withholding tax, 411; deductible in com- 
puting premium tax, 414; proposed tax treatment, 426, 469; paid by 


mutual general insurance companies, 168. 
POLICY RESERVES, see ACTUARIAL RESERVES « 
POSSESSIONS CORPORATIONS, 747. 


POSTPONEMENT FEES, on income of non-profit organizations from portfolio 


investment, lho-11. 
POTASH DEVELOPMENT, 7359. 
POWERS OF APPOINIMENT, under trust instrument, 185-186. 
POWERS OF ENCROACHMENT, see POWERS OF APPOINTMENT. 
PREMIUM NOTE MUTUALS, see INSURANCE. 


PREMIUM TAX, 414, 416, 418, hoo, 
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PREMIUMS, insurance, premium tax on, 414; insurance, 467-470. 
PRICES, effect of integration of personal and corporation income taxes, 29-50. 


PRICING OUT, by co-operatives, 103-104, 110; by credit unions and caisses 


populaires, 119, lel. 
PRIVY COUNCIL, 235. 
PROFESSIONS, continued restricted use of cash method, 249-252. 
PROFITS, from a business, determination of, 216. 


PROPERTY GAINS, share gains, see SHARE GAINS OR LOSSES; accrued in trust at 
effective date, 161, 165; present exclusion from business income, alos 
inclusion in business income, 220-223; discovery value, 298-500; mining 
and petroleum, proposal, 336, 343-344; on exploration and development 
costs, 339; on farm property, 451; from sales of timber limits, 458-459; 


by non-resident, 497, 545; taxability of foreign gains, 503-505, 526. 


PROPERTY INCOME, see also DIVIDENDS, FOREIGN DIRECT INVESTMENT INCOME, 
INTEREST, INVESTMENT INCOME, RENT; of a trust, 167; international, 
present treatment in the United States, United Kingdom, and Canada, 
497-503, 546-551; foreign, proposed treatment, 508; of non-residents, 


proposed, 546-551. 
PROPERTY LOSSES, see LOSSES. 
PROSPECTING COSTS, see EXPLORATION AND DEVELOPMENT COSTS. 
PROSPECTORS, proposed taxation of, 344, 347, 351-353.- 


PROVINCES, income tax treatment of provinces and their agencies, 125-126; 


levies on natural resources, 348-350; premium taxes, 414, 416, 418, 422, 
PUBLIC UTILITIES, present and proposed tax treatment, 126-128, 143. 


PUBLIC UTILITIES INCOME TAX TRANSFER ACT, 127. 
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QUALIFYING CORPORATIONS , mining and petroleum , 9295) 637 T. 
QUEBEC, mining tax base, 350; logging tax deduction, 459, 


QUEBEC SAVINGS BANKS, see BANKS, 


RATES OF TAX, withholding taxes, see WITHHOLDING TAXES; need for 50 per 
cent rate on corporate income, 5-6; proposed rates on income of corpo- 
rations, individuals, and families, 7; on corporate source income, 
proposed, 9; on corporations, bresent, Lil; on surplus-stripping pro- 
cedures, 15; the dual corporate rate, 19, 355-36, 94, 267-276, 703-72h; 
on corporate distributions, Committee~-of-Four proposal, 38; corporate, 
in other countries, 47-9; on foreign source income, 58-59; for pur- 
poses of corporation income tax credit, 67-68; rigidity resulting from 
the integration proposal, “(is proposed, for mutual organizations, 106; 
proposed, for credit unions and caisses populaires, 121; proposed, for 
utilities, 127-128; proposed, for non-profit organizations, 140; post+ 
ponement fee on non-profit organizations, 11; proposed, for trusts 
Lol, 157, 159, 162-163, 167-178, 192-195, 199-202; for trusts, present, 

| 154; on gifts to trusts for benefit of non-resident, 162, 201; re- 
duction by use of multiple trusts, 190; on trust income from direct 
foreign investment, 199-200; on trust income payable to non-resident, 
200; on Canadian income of hon-residents, present, 485; on employment 
income of non-residents, 551-554; on payments fram “designated surplus", 
602; treatment of changes in corporate rate under integration pro- 


posals, 698-700. 


REBATES, to low and middle income shareholders, for corporation income 
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RECEIPT FORMS, for charitable donations, 155. 


RECOMMENDATIONS, corporations, 82-93; mutual organizations and tax-exempt 
entities, 142-141; trusts, 203-209; general business income, 282-287; 
mining and petroleum, 368-376; financial institutions, including life 
insurance companies, 431-4335; farming and fishing, 472-473; forestry, 
473; general insurance, 474; construction, 474; for international 


taxation, 570-577. 
REDEMPTION, of shares, proposed tax treatment, 54. 
REFORESTATION, treatment of costs, 457. 


REFUNDS, to shareholders, resulting from credit for corporation tax paid, 
7, 31, 662-663, 701; of tax in respect of dividend, interest or foreign 
income of trust, 159; of excess initial tax on trust, 162; for trust, 
resulting from tax credits, 178; to non-resident trust beneficiaries, 
200, 554; of special tax on foreign direct investment income, 487, 518; 
of withholding taxes on foreign direct investment income, 522, 5313 
to non-residents, for tax on employment income, 552; to non-residents, 


of withholding tax, 556. 


REGISTERED RETIREMENT INCOME PLANS, credit for corporation taxes, 31; 
assumed contribution by prospective trust beneficiary, 171; tax 
exemption for, 191; continuation by resident who becomes non-resident, 


556. 
REGISTERED RETIREMENT SAVINGS PLANS, tax exemption for, 191. 


REGULATIONS, for cash distributions by co-operatives, 114-115; re personal 
expenses, 250-231; capital cost classes, 238; need for in life insurance 


industry, 426. 
RELATED PERSONS, present provisions, 263. 


RENT, present withholding tax, 502; proposed withholding tax rates, 547. 
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REORGANIZATIONS , corporate, present tax treatment, 15-16; corporate, effect 
of proposed tax system, 65-66; proposed effect on development costs, 


559; statutory amalgamations and surplus-stripping, 602. 


RESERVES, see also ACTUARIAL RESERVES; under section 85B, 225-227; proposals, 
226-227 ; of financial institutions, present tax treatment, 385-387; of 
financial institutions, evaluation of present tax treatment, 387-396; 


of financial institutions, proposals, 596-02, 


RESIDENCE , of trusts, 195-198 ; effect on tax concession for new and small 
businesses, 278; as basic test of income tax Liability y50d: proposed 


as the basis for determining liability to tax, 541-543, 
RESOURCE INDUSTRIES , see MINING AND PETROLEUM, 


RETAINED EARNINGS, transition tax On, see TRANSITION TAX; of corporations, 
allocation to shareholders, 7, 535; effect of full-integration tax 
system, 8, 29-4; present tax treatment, 11-15; present methods of 
realizing, 18; special tax on, as alternative to integration proposal, 
h6 ; capitalization of, proposed tax treatment, 51-55; influence on 
Share gains or losses under proposed system, 63-65; transitional 
problems, 76; of co-operatives, at transition date, 118; order of 
distribution, for credit unions and caisses populaires, 122; value to 

Ct of credit unions and caisses populaires, 146; of foreign sub- 


Sidiaries, transitional provisions, 536-537. 


RETIREMENT INCOME PLANS, see also ANNUITIES, PENSION PLANS, REGISTERED 
RETIREMENT SAVINGS PLANS, REGISTERED RETIREMENT INCOME PLANS; as 


intermediaries, credit for corporation taxes, 51,61, 


RETURNS, reporting of securities held and transactions, 56; of income, by 
credit unions and caisses populaires, 121; for non-profit organizations, 
138; by trusts, 155, 168; by income beneficiary of trust re alternative 


election, 174; from non-resident trust electing to be taxed as resident, 197; 
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consolidated, 260-261; by non-residents, of employment income, 551; 
by non-residents, optional filing, 555-557; by non-residents, on net 
income basis, 557; of international transactions, 565-566; forms for 
reporting to shareholders, 682-684; United States information returns, 


766-767. 
REVENUE ACT OF 1962, see INTERNAL REVENUE CODE, and UNITED STATES. 


REVENUES, FEDERAL, effect of not taxing corporate income, 5-6; effect of 
integrated corporation and personal income tax, 77-81; effect of 
present tax concessions to the mining and petroleum industries, 297; 
from income tax on life insurance companies, 414; from proposed taxes 
on insurance companies, 427-428; effect of farming proposals, 151; 
effect of forestry proposals, 460; effect of increasing withholding 


tax rates, 547; effect of abolishing low rate of corporation tax, 715. 
REVERSIONS, of trust property, 180-183. 


RISKY VENTURES, see also NEW AND SMALL BUSINESSES; possible use of govern- 
ment subsidies for business losses, 255; investments in, 275; mining 


and petroleum extraction, 306; capital market bias against, 325-327. 
ROYAL COMMISSION ON BANKING AND FINANCE, 273, 379, 391, 393. 
ROYAL COMMISSION ON CANADA'S ECONOMIC PROSPECTS, 322. 
ROYAL COMMISSION ON CO-OPERATIVES, 111-112, 120, 468. 
ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME, 642. 


ROYALTIES, on oil production, 349; paid to non-residents, proposed with- 


holding tax, 488, 547; present withholding tax on, 503. 


SECURITIES, cost, proposed deductibility from business income, 248; federal 
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and provincial government, exemption for non-residents, 550. 
SERVICES, withholding tax on payments to non-residents, 488, hol, 


SHARE GAINS OR LOSSES, see also PROPERTY GAINS; inclusion of gains or losses 
in annual tax base, 4,6,7; reason for not taxing accrued gains, 5; tax 
effect of allocation of corporate income to Shareholders, 7; present 
tax treatment, 10; defects of present failure to tax, 18; failure to 
tax as offset to double taxation of corporate income, 28; the effect 
of the integration proposals, 28-4, 88; influence of retained earnings 
and distributions under proposed system, 63-65; resulting from inte- 
gration proposal, 77-51; for shareholders in mining and petroleum 


corporations, as a result of proposals, 32h, 


SHAREHOLDERS, voice in corporate affairs, 3; the ideal method of taxing for 
purposes of equity and neutrality, 4; reasons for not adopting most 
equitable and neutral tax system, 5-6; tax base to include corporate 
income paid or allocated, 7; credit for corporation tax pal,” 73 
allocation of corporate income to, 7; example of proposed system of 
taxing dividends, 7-8; present tax treatment, 10-18; tax considerations 
on sale of company, 15-16; effects of defects in present system of 
taxing corporate income, 18-19; effect of double taxation of corporate 

_income, 19-27; effects of integration proposal, 29-50; preferred, 
proposed tax treatment, 61-62; annual information for, 66-67; transi- 
tion tax on, 77-81; deduction for depletion allowances, 295-296; 
deduction for exploration and development costs, 345-346; effect of 
mining and petroleum proposals, 359-367; incidence of taxation under 


the present system of taxing corporate source income, 617-62), 


SHARES, cost basis, see COST BASIS; gains or losses, see SHARE GAINS OR 


LOSSES; preferred, effect of proposals, 61-62. 
SOUTH AFRICA, tax convention with, 567; surplus-stripping legislation, 612. 


SPECIAL COMMITTEE ON CORPORATION TAXATION, see COMMITTEE-OF-FOUR PROPOSAL, 
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SPECIAL TAX, on foreign direct investment income, 487, on corporations, re 


benefits and disallowed expenses, 697-698. 
STOCK DIVIDENDS, 51, 62-63, 152, 662-664, 683, 685-686, 691, 694. 
STRIKE PAY, proposed taxability, 140. 
SUBPART F INCOME, see also UNITED STATES; Th9-762. 


SUBSIDIES, to corporations, effect on shareholders, 57; government, 
inclusion in income, 221; government, for business losses, 252-2533 
for regional development, 321; for declining communities, 521; as 
incentives for mineral and petroleum exploration, 327; as incentives, 


treatment under integration proposals, 692-695. 
SUBVENTION PAYMENTS, in the United Kingdom, 260. 
SUPERINTENDENT OF INSURANCE, 466-67. 


SUPREME COURT, inventory valuation, 255; taxation of construction hold- 
backs, 463; taxability of mutual insurance companies, 468; depletion 


allowances, 71. 
SURPLUS, corporate, see RETAINED EARNINGS. 


SURPLUS-STRIPPING, effect of full-integration proposals, 9; past and 
present use of, 12-15; present use to realize retained earnings, 18; 
effect of Committee-of-Four proposal, 38; study of, 94; use in closely 
held corporations, 270; as a major weakness of present system, 597-616; 
Canadian legislation to prevent, 600-610; foreign legislation, 610-613; 


conclusions, 613-614; in connection with transition tax, 728. 


SURVEY COSTS, 455. 


SWEDEN, treatment of losses, 291; tax convention with, 567; surplus- 


stripping legislation, 612. 


SWITZERLAND, proposed treaty with, 569. 
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TAX AGREEMENTS, see TAX CONVENTIONS, 
TAX APPEAL BOARD, section 138A, 609, 712, 


TAX CONCESSIONS, revenue gain from removal of, 3); implications for share- 
holders of concessions to corporations, 5; for members of consumers' mutual 
organizations, 106-107; low corporation tax rate and dividend tax credit, 

268; accelerated capital cost allowances for new and small businesses, 
276-282; for the mining and petroleum industries, present, 295-298, 
733-741; for the mining and petroleun industries, arguments for, 
506-327; gross depletion, 522-323; mining and petroleum, efficiency 

of present major concessions, 527-531; mining and petroleum, proposed 
withdrawal, 536-338; effect of removal of mining and petroleum con- 
cessions, 3559-367; for financial institutions, 583; for forestry, 459; 
of under-developed countries, effect of proposals, 5352; effect on 


integration proposals, 692-695. 


TAX CONVENTIONS, limitation on possible increase in withholding tax on 
dividends, 6; renegotiation re withholding tax on stock dividends, 63; 
the authorization of "tax sparing. 552: proposed negotiations to 
reduce tax rate differentials, 539; provisions defining "carrying on 

- business", 544; negotiations re withholding tax rates, 547; formulas 
for allocating profits, 562; major points of existing conventions, 
566-570; prevention of double taxation, 567-568; prevention of fiscal 


evasion, 568-569; appraisal, 569-570; United States, 767-768. 


TAX HAVENS, need to eliminate loopholes, 483-185; proposed elimination of 
the exemption for foreign dividends, 489; effect of proposals for 
foreign direct investment income, 490, 552; use of, 511; Canada as a 
tax haven, 511; the possibility of defining, 521; computation of 


income from, 527. 
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TAX INCENTIVES, see TAX CONCESSIONS. 


TAX SPARING, authorization with respect to under-developed countries, 55e 4 
TAX TREATIES, see TAX CONVENTIONS. 

TAXABLE INCOME, see INCOME. 

TAXED INCOME ACCOUNTS, 679-682, 684-687, 690-691, 693, 696-700. 


TAX-EXEMPT ENTITIES, charitable organizations, see CHARITABLE ORGANIZATIONS ; 
non-profit organizations, see NON-PROFIT ORGANIZATIONS; general, 99-117, 
123-141; filing of income returns, 124; governmental organizations, 
including public utilities, 124-128, 145; as trust beneficiaries, 


191-192; possible withholding tax exemption, 488. 
TERMINAL LOSSES, proposals, 241-22, 
TIMBER, see FORESTRY. 


TRANSFERS OF PROPERTY, to spouse or minor child, tax avoidance provisions, 


Pol 
TRANSITION SURPLUS, 725-751. 
TRANSITION TAX, on corporate source income, 77-81, 725-751. 


TRANSITIONAL PROVISIONS, for the taxation of corporate income, 75-81, 
92-93, 725-732; for trusts, 164-165; for businesses on cash basis, 
251-252; for new and small businesses, 276-282; for the mining and 
petroleum industries, 337, 339, 341-342, 34h, 347, 354; to adjust 
bank reserves, 399; to adjust mortgage reserves, hOO-401; policy 
dividends, 411; for life insurance companies, 429-431; farming, 44-5; 
for accumulated earnings of foreign subsidiaries, 536-537; for foreign 


business corporations, 559; for non-resident-owned investment corpo- 


rations, 560. 


TRAVEL EXPENSES, of business, proposals, 231. 

TREASURY BOARD, tax avoidance, 601. 

TREES, Christmas, 57. 

TRIBUNAL, proposed, for determining international double taxation, 569. 


TRUST COMPANIES , See also FINANCIAL INSTITUTIONS ; residence of, 196; 


assets, 381; tax treatment of, 382-02, 


TRUSTEES, relationship to trust, 149, 152, 155; personal liability for 
tax, 155; power to use income of trust for benefit of minor, 169; 
property held by, 184; right to file election, 188; effect on trust 
residence, 195-197; Canadian corporate, 196; carrying on business, 


non-resident beneficiary, 199; "bare" defined, 210. 


TRUSTS, business trusts, see UNIT HOLDERS' TRUSTS; initial tax, see INITIAL 
TAX; trustees, see TRUSTEES ; incidence of tax on trust income, 3; 
proposed tax treatment, 9, 155, 209; general, 149-211; terminology, 
152-155; present taxation of, 154-155; differences from corporations, 
156; treatment of Separate funds, or specific properties, 158-159, 167; 
transitional provisions, 164-165; order of distribution of trust 
assets 165-167; income currently distributable, 167-169; accumulated 

-income, 169-172; prospective beneficiary defined, 170-171; alternative 
election, 173-174; gifts held in trust for a member of the donor's 
family unit, 174-175; credit for initial tax at the cumulative average 
rate, 175-177; tax credits with respect to dividends and other income, 
177-178; losses, 178-179; benefits, 180; reversions, 180-183; taxation 
of specific kinds of gift, 183-188; gifts to take effect immediately, 
184; annuities, 185; powers of appointment and encroachment, 185-186; 
renunciation or release, 186-187; remainder interests, 187-188; income 
splitting and attribution of income, 188-189; multiple, 190-191; exempt, 
191; exempt beneficiaries, 191-192; residence of, 195-197; change of 


residence, 197-198; income from foreign sources, 198; payments to 
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non-resident beneficiaries, 199-202, 554-555; future development, £02; 


Nactive', defined, 210; non-resident, proposed treatment, 536; foreign 


taxation of income 585-590. 


UNCOLIECTIBLE ACCOUNTS, see DOUBTFUL ACCOUNTS. 
UNDISTRIBUTED INCOME, see also RETAINED EARNINGS; tax paid, 726, 720. 


UNIT HOLDERS' TRUSTS, see also TRUSTS; transferable units, 156; attribution 
of trust losses, 179; proposed tax treatment, 192-195; defined, 194; 
taxation of, general, 591-596; general legal incidents of business 


trusts, 592-594; the use of business trusts, 594-596. 


UNITED KINGDOM, comparison of proposed system of taxing corporate income with 
the system recently abolished in United Kingdom, 8; treatment of dividends, 
11; treatment of corporate source income, 47-49, 641-646; United Kingdom 
Finance Act, 1965, 97-98; taxation of trusts, 155, 585-586; consolidated 
returns, subvention payments, 260; treatment of losses, 291; treatment 
of contingency reserves and doubtful accounts, 486-387; tax treatment of 
life insurance companies, 418; present treatment of international income, 
596-500; treatment of foreign direct investment income, 508-511; appli- 
cation of full accrual basis to foreign income from, 521; computation of 
income from, 527; tax convention with, 567; business trusts, 591-596; 


surplus-stripping legislation, 611. 


UNITED STATES, see also INTERNAL REVENUE CODE; business purpose test, 13; 
taxation of capital gains, 39; study of return on share investments, 40; 
treatment of corporate source income, 47, 655-657; effect of Canadian 
stock dividends, 63; taxation of trusts, 155, 586-590; consolidated 
returns, 260; treatment of losses, 291; controversy over treatment of 
exploration and development costs, 30k; taxation of extractive in- 
dustries, 322-423; treatment of contingency reserves and doubtful 
accounts, 3386-287; premium taxes, 416, 418; tax treatment of life 


insurance companies, 417-18, 420-422; present treatment of international 
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income, 496-500; treatment of foreign direct investment income, 508-511, 
12-514; application of full accrual basis to foreign income from, 521; 
computation of income from, 527; foreign tax credit rules, 533; with- 
holding tax rate, 541, 632-633; foreign tax credit, 548; taxation of 
non-resident aliens, 551; formula for allocating profits, 562; tax 
convention with, 567; proposal re exchange of information, 569; 
business trusts, 591-596; surplus-stripping legislation, 612; depletion 


allowances, 7333; oil operations, 740; taxation of foreign income, 743-771. 
UNPAID AMOUNTS, proposals re section 18(1), 267. 


UNREASONABLE EXPENDITURES, present tax treatment, 217; proposals, 231-232. 


VENEZUELA, proposed treaty with, 569. 


WARRANTY, allowance for, 225. 

WESTERN HEMISPHERE TRADE CORPORATIONS, 500, 746-717. 
WIDOW, as income beneficiary of trust, 188. 

WIDOWER, as income beneficiary of trust, 188. 
WILSON AND WILSON LTD. v. M.N.R., 463. 

WINDFALLS, share gains resulting from proposals, 77. 


WITHHOLDING TAXES, on dividends paid to non-residents, 6, 10, 686, 690-691, 
694-695, 699; payable where corporation tax less than 50 per cent, 50; 
On corporate distributions out of foreign source income, 59, NGG, SLT, 


530-531; on corporate income allocated to non-residents, 73; on 
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distributions by mutual organizations, 105; on patronage dividends, 114, 
117; on interest or dividends to members of credit unions or caisses 
populaires, 121; on policy dividends, 125, 411, 426; on distributions 
by non-profit organizations, 159; on distributions to non-resident 
trust beneficiaries, 162, 1997201, 554-555; effect on tax avoidance, 
196; on foreign insurance companies, 414, 426, 471; on interest credited 
by insurance companies, 427; on Canadian income of non-residents, 
principal recommendations, 486-91; foreign, refund of special tax 
resulting from, 487; on property income of non-residents, 502-505, 
546-551; on non-residents, proposed rate, 50-541; on employment income 
of non-residents, 551-554; possible repercussions from increases in 


rates, 632-633. 


WOODS ASSETS, 455-456. 
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